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UNDP’S EXPLANATION OF THE REASONS FOR ADMINISTRATIVE COST
INCREASES IN FUND

1. Objective

Decision 38/68 established a new administrative cost regime for the 2003- 2005 triennium that
included US$1.5 million for a core unit funding budget per year per agency, applying in addition,
a) an agency fee of 7.5 percent for projects with a project cost at or above US$ 250,000 as well
as institutional strengthening projects and project preparation and b) and agency fee of 9 per cent
for projects with a project cost below US$250,000, including country programme preparation.
This decision also called for a review of the administrative cost regime and its core unit budget.

In view of the above decision and taking into consideration decisions 41/94 (d) and 44/7 (d)
requesting the implementing agencies to provide more in-depth information on their
administrative costs, UNDP prepared the analysis below to help in mapping out the
administrative costs over the current triennium, as detailed in annex 1. The reasons for the
changes in overall costs are provided in the analysis.

2. Background

As with any organization in the development business, UNDP as a whole has evolved a great
deal over the last few years for various reasons. Some of the key reasons include the need to be
responsive to the demands of key clients such as donors and programme countries, to streamline
operations and cut the overall costs associated with programme delivery and to improve the
services rendered to client countries. In order to manage these changes and remain relevant on
the development agenda, UNDP has taken certain decisions that in the short term have increased
the cost of operations such as the policy change on cost recovery for UNDP core structures and
an increased focus on field operations. For the MLF specifically UNDP had to make efforts to
better respond to the country driven approach embedded in the design and implementation of
national and sector plans as well as RMPs/TPMPs in the large number of countries in UNDP’s
portfolio. These factors have influenced the daily operations of UNDP’s Montreal Protocol Unit
(MPU).

In addition, the dynamics with respect to the executing partners selected to deliver on UNDP/MP
projects have played a part in the evolution of actual support costs disbursed, in part, as an
attempt by UNDP to respond to the competing demands to optimize costs, while at the same time
the executing partners are demanding more fees, not less, as the cost of doing business increases.

Document ExCom/45/12 paragraph 31% (Extended Desk Study on the Evaluation of National
Phase-out Plans) prepared by the MLFS, provides a clear explanation on some challenges UNDP
faced and stated that ““the country driven approach and the reductions in the support cost
received by the agencies had implications for the intermediaries and modalities of
implementation. It should be noted that UNOPS is not involved in the implementation of the
sector/national plans on behalf of UNDP because it requested 8% implementation fee, which is
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no longer possible. Instead, the plans are implemented through national execution, which
implies working more closely with UNDP country offices. The Montreal Protocol unit had to
spend much time to train them for work that UNOPS used to carry out in the past. Programme
Management Offices were set up in large countries such as India, Nigeria, Brazil and Indonesia,
which took time and UNDP Regional and National Coordinators had to be recruited/assigned.”
In addition, the need to provide a more frequent “one to one” assistance to countries increased
substantially MPU staff workload.

As is evident from Table 3 of UNEP/OzL.Pro/ExCom/44/9 the overall administrative costs of
UNDP have increased consistently year to year over the 3-year period. Inflation was at first
perceived as an important contributing factor to these increases, however, when examined
closely, all of the following elements have played roles in the changes from one year to the next,
some more, others less:

Inflation

Disproportionate increase in travel costs

Additional fees to country offices

Staff related changes including salaries and associated post adjustment/staff benefits,

and space rental.

e Workload issues necessitating ad-hoc management decisions that incur additional
cost.

e UNDP’s Policy change on cost recovery for UNDP core structures

e The relocation and start-up administrative costs associated with Programme
Coordinators in the Regions

e Timing of settlement of support costs earned by UNDP country offices

3. Analysis

We refer to figures presented in Table 1 of this document, which is a slightly modified version of
Table 3 as presented in UNEP/OzL.Pro/ExCom/44/9. This is because the data per Table 1 is
updated to show 2004 revised figures that better reflect the actual costs incurred in 2004, and on
this basis, support the revised proposed budget for 2005. The following paragraphs provide
explanations and additional clarifications on the bullet points presented above.

e Inflation

The US annual average inflation rates for 2003, 2004 and 2005 (Jan-Feb) were 2.27, 2.68 and
3% respectively.

e Disproportionate increase in travel costs

According to the American Express Travel Services, the factors affecting travel cost and leading
to its increases were:

a) DSA rates have increased globally and it is estimated that 40-45% of travel costs overall are
DSA costs. The weak dollar as compared to other currencies, impacted DSA cost because the
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rate for a given location/city is determined in the local currency hence translates into a higher
dollar DSA amount being paid than would otherwise be the case.

b) Increase in cost of aviation fuel.

c) Security

Over the last few years travel costs have increased more sharply due to measures taken to help
the airline industry recover from the losses incurred in that industry, such as security fees levied
on tickets.

The special characteristics of UNDP portfolio have direct implications on travel costs. UNDP’s
portfolio covers a large number of small projects in large number of countries in all regions. In
addition, the variation in the number, timing and location of meetings that are deemed crucial to
deliver on complex programme scenarios also add to increased travel costs.

e Additional fees to country offices

In the last year, it was necessary to provide additional fees to country offices to ensure a
sufficient level of support for the programme in so many countries. The new country driven
approach translated into national plans being mostly implemented through the national execution
modality, which required a higher level of country office involvement and support.

e Staff related changes including salaries and associated post adjustment/staff benefits, and
space rental

Due to staff transitions and workload increase, UNDP was short staffed in 2002. In 2003, the MP
Unit hired a programme coordinator who came on board, after a long recruitment process in
November of that year. The impact of this transition was an increase in 2004 staffing costs
compared to 2003.

The small decrease in rental charges was temporary for 2004 only due to unoccupied space due
to staff transitions and related discussions regarding the correct area to be used by the Unit
compared with other UNDP programme units using the same floor. This is no longer the case
and the charges, now settled for 2005, have increased by about 17% relative to 2004 actual cost.

e \Workload issues necessitating ad-hoc management decisions that incur additional cost

In view of the UNDP-New York staffing limitations imposed by the Executive Board of UNDP,
MPU had to rely more on consultants to remedy ad-hoc situations when compared to other UN
agencies, for instance to respond quickly to submission of PCRs. In this respect, UNDP finds
itself in a unique position because of the large number of small individual projects in its
portfolio, which translates into a larger number of investment PCRs( about 60% of the total for
the MLF) to be prepared as compared to other implementing agencies.

In changing into the national execution modality, with the new national and sectoral plans and
RMP/TPMPs, UNDP also found the need to hold more frequent training sessions as to keep
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consultants and country offices informed of new decisions and to better address the oversight of
the portfolio, required in order to assist countries to comply with MP.

e UNDP Policy change on cost recovery for UNDP core structures

Effective January 2004, as a result of the evolution described in point 2 above, UNDP increased
the cost recovery fee for services rendered from core structures ( includes headquarters and
country offices), to 2% across the organization. The new policy is aimed at improving the
organization’s development services and therefore benefits the UN as a whole (being the country
offices its operational arm in the field which also supports other implementing agencies).The
new cost recovery policy is being implemented inside UNDP at first, and directly impacts MP’s
administrative cost.

e The relocation and start-up administrative costs associate with Programme Coordinators
in the Regions

The need to respond to UNDP rules on staff reassignment to the field as well as the increased
staff workload in managing national, sector plans and the large number of small but labor
intensive projects in RMPs/ TPMPs in so many countries, led to the decision to have staff
members in the regions. By splitting the oversight responsibilities of the large portfolios, MPU is
better positioned to address the excessive workload, improve oversight and reporting and
optimize travel arrangements. While three staff members in the regions ( LAC, Africa and Asia)
were identified as the optimum number required to address the workload and portfolio
characteristics, at first, only 2 were assigned to Africa and Asia . The cost trend from 2003 to
2004 reflects the increased cost of the necessary support /administrative structures.

e Timing of settlement of support costs earned by UNDP country offices

The 2004 total figures are unusually high compared to 2003, which is due to several factors
including: a) the preparation for the introduction of the new UNDP accounting system (Atlas);
and, b) MPU staff transition during 2003. Indeed because of these factors, country office support
fees, which should have been paid during 2003, were in fact paid in 2004 in addition to the 2004
related support costs.

4, Fluctuation in project delivery rates year to year

UNDP can only disburse management funds based on support costs earned from delivery.
Because of this, there is fluctuation in the actual amount of support costs earned for a given
period and therefore available to be spent that is directly proportional to the delivery figures.
Disbursements in terms of execution and implementation fees paid to executing agencies and
UNDP country offices are also directly dependent on the rate of delivery and fluctuate
accordingly since these are negotiated on a percentage of delivery basis. This is therefore a very
crucial consideration in the determination and decision on the level of funding for core unit
components because any shortfall in the core budget has to be met from the supervisory budget.
UNDP has indeed reported short falls in the core budget which have been met from the
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supervisory budget. The actual situation of the support cost regime vis a vis the special
characteristics of UNDP portfolio, with large number of small projects in many countries, makes
this practice not sustainable.

5. Conclusion

From the trend of support costs presented, we believe that the implications for UNDP of a static
US $1.5 million core-unit funding budget are clear. In a future scenario, as older projects
associated with higher support cost fees are phased out, the agency fee will decline even if the
same delivery levels are maintained. This will be happening at a time of increasing costs, as
demonstrated above and the need for increased programme oversight as countries go into the
next and more difficult compliance period. UNDP is in a very difficult position of having to
operate on a core budget level, which as demonstrated, is below the needs and not sustainable if
UNDP is to continue to provide assistance to the large number of countries, specially LVCs, in
its MP portfolio in all regions. In view of all the above explanations, UNDP has increased its
request for core funding in its business plan for the 2006-2008 triennium.
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EXCERPT FROM UNIDO ON ITS ADMINISTATIVE COSTS

1. UNIDO reported its administrative support costs for 2003, 2004 and 2005 based on the
method below:

e Core unit personnel and contractual staff: It is based on budgetary salary scale at 100
per cent for Professional and General Service staff on board and regular and
operational budget allocation for consultants.

e Travel: The allotment from regular and operational budget.

e Space: UNIDO’s Building management services cost divided by the total number of
staff on board and multiplied with the above core unit staff.

e Equipment and other costs: Regular budget allocation of operating costs and
Information and communication management (ICM) service non-staff costs divided
by the total number of staff and multiplied with the core unit staff.

e Contractual services (firms): Career development training allocation and Financial
performance control system costs based on attendance.

e Reimbursement of central services for core unit staff: Regular and operational budget
allocation of Administration, excluding operating costs, ICM staff cost, General
Management, Governing bodies secretariat and Library divided by total number of
staff and multiplied with the core unit staff.

e Reimbursement of country offices and national executive including overhead:
Allocation of regular and operational budget for field representation.

e Executing agency support cost (internal) including overhead: actual expenditures of
SEPA and Turkey reimbursement, total regular and operational budget allocation of
Montreal Protocol programme less the core unit personnel, consultant and travel costs
and proportion of purchase and contract staff costs based on the proportion (32 per
cent) of Technical Cooperation out of total Purchase Orders.

2. Effective from 1 January 2002, UNIDO adopted the euro as its basic accounting currency
in accordance with the requirements of the Governing bodies. The euro amounts calculated
as above were converted to US dollars at an average United Nations rate of exchange for
2003 at US$ 1 = € 0.8923. The estimate for 2004 and the budget proposal for 2005 are
assumed at US$ 1 = € 0.8173.

3. Table 2 in this document presents administrative support costs of UNIDO for 2003, 2004
and 2005 in converted US dollars.

4. Paragraphs below address to questions raised in the telefax transmission dated 15 April
2005.

5. Why core unit cost items increased for UNIDO: As noted above, the exchange rate applied
reflected the depreciation of US dollars against euros in average from US$ 1 = € 0.8923 to
US$ 1 = €0.8173, (8.4 per cent). The reported core unit cost increased from $ 1,742,800 in
2003 to $ 1,892,900 in 2004, 8.6 per cent and from $ 1,892,900 in 2004 to $ 1,917,800 in
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2005, 1.3 per cent. In terms of euros, which is the basic accounting currency of UNIDO
since 2002, the changes are as below:

(In euros)
2003 2004 2005
Core unit cost in euros 1,564,684 1,547,195 1,567,268
Changes -17,489 20,073

6. The above table indicates that the core unit cost decreased from 2003 to 2004 by €17,489,
attributable to a reduction in core unit professional personnel cost due to the retirement of
Professional staff and the time for replacement. From 2004 to 2005, an increase of €20,073
is made due mainly to inflationary cost increases.

7. Why overall agency fees were above 10 per cent in 2003 and 2004 for any agency: The
new administrative cost regime thus far resulted in an increase to 11.2 per cent for the three
agencies in 2003, but estimated to decrease to 10.7 per cent in 2004 based on submissions.
The level of approved support cost clearly shows a decreasing trend from 2003 to 2004.

In case of UNIDO, the percentage decrease can be seen in the following table, which
compares the net funds approved and the approved support costs, excluding the core unit
budget:

UNIDO Net funds Net support costs approved, Percentage
approved excluding core unit budget
2003 30,265,579 2,340,210 7.7%
2004 33,683,172 2,535,259 7.5%

The above table indicates that the percentage of net support costs approved, excluding the
core unit budget, has been reduced close to 7.5 per cent.

8. What is meant by inflation and what inflation rate is being used to explain future or past
cost increases: In UNIDO, in particular the inflationary cost increase from 2004 to 2005 is
due to the following:

Staff cost salaries increase for professional-level average 1.45 per cent and General Services
staff at average 1.85 per cent.

9. The basis for the distribution of core unit costs among the various standard categories: As
explained above and shown in the table, the basis for distribution is the total number of staff
and the number of staff on board in core unit.

10. “How UNIDO disbursed more costs than revenue”: As noted in the Cooper and Lybrand
Study (UNEP/OzL.Pro/ExCom/26/67 dated 14 October 1998), UNIDO operates and uses
internal technical resources. During project implementation, UNIDO uses its internal
operating group more than outside technical consultants. In addition, UNIDO’s constitution
allows it to use its general funds to share in financing the costs of providing technical
services. This provision gives UNIDO the flexibility to determine the level of staffing and
the style of operation without regards to the administrative cost percentage.
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11. How agencies plan to disburse the undisbursed agency fees concerning information on
the balance of support costs remaining as at 31 December 2003 per agencies’ progress
reports. Since agency fees in UNIDO are charged only when expenditures are incurred, they
will be disbursed as soon as obligations are raised. After the project is financially completed
and in case any support cost balance is left, it will be returned to Multilateral Fund.

12. With respect to 2006-2007, it is estimated that core unit cost in UNIDO will be in the
range of $ 1.5 to $ 1.9 million per year based on experiences. Due to the appreciation of
euros, under which UNIDO incurs administrative support cost, more resources would be
required in US dollars to cover such cost.

13. Travel increase of US$ 36,600 (from US$ 65,900 to US$ 102,500). UNIDO reported
travel cost based on the allotment from regular and operational budget. US$ 65,900 in 2003
was converted from € 58,800 at 2003 average rate of US$ 1 = € 0.8923, since the euro is the
base accounting currency of UNIDO. The increase of travel cost from 2003 to 2004 was €
25,000. In order to respond to the higher reporting requirements of national and sectoral
phase-out plans, more missions had to be undertaken. At US$ 1 = € 0.8923, this increase is
equivalent to US$ 28,000. The 2004 travel cost of € 83,800, when converted at US$ 1 = €
0.8923, would amount to US$ 93,900. At 2004 average of US$ 1 = € 0.8173, it would
amount to US$ 102,500. Exchange difference is $ 8,600 (=$ 102,500 - $ 83,800). Therefore,
the travel cost increase from 2003 to 2004 is (1) due to the additional travel funds of € 25,000
(equivalent in $ 28,000) and (2) exchange variance of $ 8,600.

14. Reimbursement of country offices and national executive including overhead increase of
US$273,400 (from US$ 1,324,900 to US$ 1,598,300): This reflected the allocation of regular
and operational budget for field representation. In 2003, it was € 1,182,231 due to 7 per cent
of staff vacancy in UNIDO field offices. At 2003 average rate of US$ 1 = € 0.8923, this
amounted to the equivalent of US$ 1,324,900. The increase from 2003 to 2004 was € 49,820
in regular budget and € 74,212 in operational budget (total of € 124,032), reflecting inflation
trends at the location of field offices concerned. At US$ 1 = € 0.8923, this increase is
equivalent to US$ 139,000. The 2004 reimbursement of country offices of € 1,306,263, when
converted at US$ 1 = € 0.8923, would amount to US$ 1,463,900. At 2004 average of US$ 1
= € 0.8173, it would amount to US$ 1,598,300. Exchange difference is $ 134,400 (= $
1,598,300 - $ 1,463,900). The increase of reimbursement of country offices and national
executive from 2003 to 2004 is, therefore, (1) due to cost increase of € 124,032 (equivalent in
$ 139,000) and (2) exchange variance of $ 134,400.

15. Executing agency support cost (internal) including overhead increase of US$ 623,900
(from US$ 3,274,800 to US$ 3,871,700): This cost reflected actual expenditures of SEPA
(China) and Turkey reimbursement, total regular and operational budget allocation of
Montreal Protocol programme less the core unit personnel, consultant and travel costs and
proportion of purchase and contract staff costs based on the proportion of Technical
Cooperation out of total Purchase Orders. In 2003, it amounted to € 2,897,998. At 2003
average rate of US$ 1 = € 0.8923, this is equivalent to US$ 3,247,800. In 2004, the total
regular and operational allocation of Montreal Protocol programme, excluding the core unit,
increased € 266,352 due mainly to additional GS staff. At US$ 1 = € 0.8923, this increase is
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equivalent to US$ 298,500. The 2004 executing agency support cost of € 3,164,350, when
converted at US$ 1 = € 0.8923, would amount to US$ 3,546,300. At 2004 average rate of
US$ 1 =€ 0.8173, it would amount to US$ 3,871,700. Exchange difference is $ 325,400 (=$
3,871,700 - $ 3,546,300). Therefore, the cost increase from 2003 to 2004 is (1) due to the
cost increase of € 266,352 (equivalent in $ 298,500) and (2) exchange variance of $ 325,400.

16. Why 2003 was about US$ 1 million below the following two years (2004 and 2005) for
overall administrative cost: The overall administrative cost in 2003 was about US$ 1 million
below 2004, due mainly to (1) cost increase in 2004 of € 372,895 (equivalent in US$
417,900) and (2) exchange difference of $ 618,800 (see table 2). The cost increase of €
372,895 was broken down as below (in euros). For reasons of increase, please refer to the
above paragraphs 4 and 5 for reimbursement of country offices and national executive as
well as executing agency support cost (internal) including overhead:

Total core unit cost -17,489
Reimbursement of country offices and national executive 124,032
Executing agency support cost (internal) including overhead 266,352
Total administrative support cost increase 372,895

17. Compared with 2005, the overall administrative cost in 2003 was about US$ 1 million
below, due mainly to (1) cost increase in 2005 of € 384,539 (equivalent in US$ 431,000) and
(2) exchange difference of $ 620,100. The cost increase of € 384,539 was broken down as
below (in euros) with similar reasons for increase as in 2004:

Total core unit cost 2,584
Reimbursement of country offices and national executive 142,173
Executing agency support cost (internal) including overhead 239,782
Total administrative support cost increase 384,539

18. In summary, the overall administrative costs increased in 2004 and 2005 about US$ 1 million
from 2003 due mainly to (1) cost increases in reimbursement of country offices and national
executive as well as in executing agency support cost (internal) including overhead, and (2)
exchange differences.
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Annex 111

THE WORLD BANK’S SUBMISSION ON ADMINISTRATIVE COSTS AND A
SUPPLEMENTARY EXPLANATION

After the Executive Committee’s approval of new administrative cost regime at its
38™ Meeting based on a US $1.5 million core unit budget per agency on top of agency fees for
project implementation (7.5% or 9% of the project value, depending on the type of project), the
IAs agreed to report an expenditures of the core unit based on categories first introduced in the
consultant’s study on administrative costs presented to the 26" Executive Committee Meeting.
IAs have accordingly grouped their actual and planned expenditures into these six categories for
reporting at the 3" meeting of the Executive Committee since the 38" Meeting.

As summarized in the Administrative Cost Regime review of the Secretariat and
presented at the 44™ Executive Committee Meeting (UNEP/OzL.Pro/ExCom/44/9), the Bank’s
expenditures have remained within the $1.5 million budget since 2002. Historically, the Bank’s
core unit costs have averaged to be from $1.4-1.5 million and total costs, including supervision
and payment to Financial Agents has been about 11% as a percentage of approvals and based on
a $50-60 million allocation. The new administrative cost regime, whereby project administrative
fees have been cut to 7.5% (because most of the bank’s projects exceed $250,000 or are
institutional strengthening projects, this percentage has applied to most newly approved
projects), has not affected the Bank’s ability to cover its cost as it still can draw on the
administrative fees received from past approvals.

The World Bank provided a detailed review of the policy on and use of its administrative
fees under the MLF since inception in paper circulated at the 37" Executive Committee Meeting.
The analysis done for this paper stands today, in that our core unit costs have been consistent
overall. The size and consistency of the MP unit has not changed and costs have thus increased
slowly over the years to reflect normal salary increases. The level of travel required, consultant
services and overhead costs have fluctuated more. For the first two cost categories, the
fluctuation is due to changes in the business. For example, the need for OORG experts has
decreased in recent years since the number of projects prepared has decreased significantly (doe
to the transition to sector and national plans).

In terms of the remaining questions posed by the Secretariat on April 15", we would refer
the Secretariat to our administrative cost paper. Although the Bank’s paper immediately
preceded the approval of the newest administrative fee framework, many of the questions
addressed are still relevant such as how undisbursed agency fees would be utilized. This paper
may be useful to the Secretariat’s work on the administrative cost regime paper for the 46"
Executive Committee.

Finally, we would just note that for the Bank, overall agency fees as a percentage of
approvals have averaged below 10% since 1999, as shown in the Secretariat’s report to the
44" Meeting. The level indicates that the Bank’s new MP business is more focused on sector
and national ODS phase-out plans. Because several multiyear projects were approved before the
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adoption of the new administrative fee structure, the percentage of agency fees has not be
dropped below 9% (except in 2002).

Reasons for Changes in Expenditures

Core unit personnel/consultants: We are expecting an increase in costs of staff in 2005
(Bank-wide). There will also be several shifts from consultant to regular staff and vice versa in
the core unit.

Travel costs were higher in 2004 with the addition of one staff member to all Executive
Committee meetings as well as more UNEP regional meetings, interagency meetings and special
events attended.

Space: The cost of space for two staff members was removed as they are now sitting in
space covered by other units.

Contractual services: Less external consultants were contracted by the core unit for
special initiatives as had been the case in 2003 where there were several MP country and sector
studies.

FI fee: Although disbursement in the 2004PR is projected to be 48% higher in 2005 than

in 2004, services of FIs is expected to decrease as traditional umbrella projects close and are
replaced with umbrella projects that have new payment arrangements with FIs.





