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Summary and Purpose of Document

This document provides information on the independent consultants review of  WMO Support Cost Charges for Extra-budgetary Financed Activities


ACTION PROPOSED
The meeting is invited to note the information in draft review of the WMO Support Cost Policy with recommendations for consideration.  This will be presented to Executive Council in 2012

Background

In 2004 the WMO Council of Administration adopted EC-LVI/PINK 18.4(5) (17.VI.2004), a series of policies designed to ensure that the Organization would be reimbursed for the costs it incurred in providing support services to technical cooperation projects it administered.  
The policies applied various support cost recovery rates based upon the services provided by WMO.  These policies, which continue in force today, are as follows:
(1) A programme support cost recovery rate of 13 per cent for technical cooperation projects, including VCP projects, for which the following flexibility might be granted, even cumulatively where applicable:

(a) In the case where the recipient government is the donor and the recipient/donor assumes responsibilities for certain functions which could otherwise be performed by the WMO Secretariat, a reduction in the rate by up to 2 per cent shall be granted, which corresponds to the amount of savings resulting from the assumption of the responsibilities by the recipient government;

(b) In the case where the technical cooperation project consists only of the procurement of equipment, supplies or materials, a rate of 9 per cent shall be applied instead of 13 per cent;

(c) In the case where the donor accepts simplified reporting with a narrative report describing the use of funds and the results achieved, the reduction in the rate by 1 per cent shall be granted, on the understanding that the financial performance will be reported within the framework of the statutory biennial closure of accounts;

(2) A rate of 7 per cent for funds-in-trust which finance those normative activities which supplement regular budget programmes with no component of technical cooperation activities;

(3) A 12 per cent rate for support costs for the management of the funds for Junior Professional Officers (JPOs);

(4) For UNDP projects rates are those set by the UNDP Executive Board;

The policies adopted adhered to the approach utilized generally by the specialized agencies forming part of the UN system at the time of their adoption. The 13% standard rate for technical cooperation projects was adopted by all UN system organizations based upon inter-agency cost studies conducted in the early 1980s and updated in 1991 and 1993.  All of the UN system specialized agencies continue to utilize it as their primary support cost recovery policy.  In addition, the 12% rate for Junior Professional Officers or Associate Experts is still in use throughout the UN system.
The other rates adopted for procurement projects, for normative activities and for cost reduction in connection with projects requiring minimal financial reporting or where project services were assumed by the recipient governments took into consideration the results of a cost study that measured the actual costs of support services provided.  The scope of the WMO support cost policy is to recover all variable indirect costs associated with projects funded by voluntary contributions. These are defined as incremental administrative and operational services that are necessary for project execution, but where the cost of such services cannot be readily traced for charging directly to each individual project. 

Evolution of Support Cost Recovery: CEB Finance & Budget (F & B) Network Working Group on Support Costs:  The working group was established by the F&B Network to attempt to harmonize support cost policies in part in response to the report on support costs issued by the UN Joint Inspection Unit (JIU) [(JIU/REP/2002/3].  As part of its mandate, the Working Group reviewed the methodology utilized in the inter-agency cost studies from the 1990s that had been used to establish the 13% support cost rate and identified elements not included in the methodology.  These included IT support services related to personal computers which have expanded enormously since 1993 when the last study was undertaken, space in HQ facilities which was not considered in the studies, liabilities for after service health insurance (ASHI) which began to be identified as part of the IPSAS implementation efforts and evaluation services which have greatly expanded in most UN agencies.  
Although a new UN system-wide support cost recovery study was not undertaken, a number of agencies including FAO, ILO, UNESCO, UNIDO and WMO updated their cost measurement studies in order to help to identify costs of support cost services.  All of these studies indicated that costs based on the methodology utilized in the original studies continued to exceed 13% of direct project costs.  
The work by the F&B network and the updated cost measurement studies identified several issues concerning the original system-wide cost study methodology including:
1) HQ space:  The studies had included the costs of space provided in field and regional offices to staff and consultants financed from project funds.  However, the 13% rate did not include costs of space provided at organizational headquarters.  At the time the original studies were completed, most projects were financed through resources administered by UNDP and almost all were located in recipient countries.

2) IT Support:  At the time the original studies were completed in the 1980s and early 1990s, the use of personal computers was limited and e-mail and internet services were not in general use.  Agency financial systems were mainframe based and services provided to extra-budgetary activities were limited to donor reporting and payments.  Support provided by mainframe computers was not included in the original cost study methodology as specialized agencies expressed concern over financing such costs through a mechanism such as support costs which might be subject to significant annual/biennial recoveries. When the studies were completed, most project communication was conducted through telex machines, the cost of which was assumed to be a direct project charge. 

The level of IT support to projects has changed dramatically since the original studies and the present rate structure does not provide a mechanism for recovery. 
3) Security services.  When the original studies were completed the UN system-wide security services (MOSS) and agency security units were small and costs were low.  This has changed dramatically in the ensuing years.  Costs are now high and strict security requirements have been imposed on field office personnel as well as on project personnel and consultants.

4) Finance charges: The original cost studies did not include charges for banking services and exchange loss.  Some agencies offset these costs against interest earned by project funds which were generally transferred to agencies in advance by multi-lateral donors. Furthermore, UNDP allowed these costs as direct charges so it was not considered appropriate to include them in the support cost rates.  However, reductions in interest rates and increases in bank charges, limitations imposed by donors on the amount of funds disbursed prior to project implementation and the implications for exchange loss imposed by requirements for donor reporting in currencies other than an organization’s functional (reporting currency) have necessitated a reconsideration of recovery of these costs.

5) Project evaluation: The original cost studies did not include the costs of providing evaluation services as part of the calculation of the 13% rate.  At the time of the studies, most projects were financed through UNDP and evaluations were not frequently required and, if required, were generally financed either as separate tri-partite projects or direct project charges.  Recently, however, the requirements by donors for evaluations has increased significantly and agencies including WMO have created units with administrative responsibility for ensuring that evaluations are carried out as required.  
No new UN system-wide policy to respond to these charges has been adopted due in part to significant differences in the way specialized agencies and the UN funds and programmes are financed.  However, some agencies have introduced new policies which are discussed below:
Donor issues: The policies for setting programme support cost rates for voluntary contributions are based on the principle that there should be a reasonable alignment of charges to the actual costs of providing incremental administrative and operational support to projects and on the need for a simple and transparent approach.  However, an increasing number of projects are assessed using lower rates to accommodate the requirements of the financing partners. This has contributed to creating a gap between costs incurred by WMO for project support costs and the amount recovered from Programme Support Cost charges.  

This gap has resulted from a number of significant factors that have occurred since the adoption of the Support Cost Policy by the Executive Council including:
1. European Union: The adoption of the UN system wide agreement with the European Union that provides for a standard support cost reimbursement rate of 7% for all EU financed projects. However, the agreement provides an opportunity for Organizations to include in EU financed project budgets direct charges for incremental indirect costs for services not covered by the 7% reimbursement rate.  Since its adoption by the EU, other donors have also adopted similar policies.  
Pre-financing a percentage of the cost while waiting for the completion of the audit process to be completed may also occur.  The general principle in the FAFA is for payment before project inception to be limited to a maximum of 80%.  Once these funds have been utilized, the Organization must finance the remaining costs until the audit is finalized which may take several years.  

2. Multilateral agencies:  Organizations such as the World Bank and other development banks have unilaterally mandated ceilings on support cost recovery rates.  These changes apply to projects financed from the banks’ own funds along with funds administered on behalf of the Global Environment Fund (GEF).  
3. UN Multi-Donor Trust Funds: The adoption by the UN Finance and Budget Network of a 7% support cost reimbursement rate for all multi-donor trust funds (MDTF) administered by the United Nations and joint programmes and activities at the country level [CEB/2008/HLCM/FB/18].  This policy also provided for the reimbursement, as direct charges, of costs incurred to support projects financed by these trust funds that were not covered by the 7% rate.  However, common guidelines on how such direct charges would be calculated have not been agreed.  
4. Normative projects:  Several UN agencies (ILO and FAO in particular) modified the mechanisms for charging normative projects that supplement the regular budget.  FAO now charges these projects with a 13% rate and ILO with a 7% rate plus 5% for evaluation.  The change at both agencies followed a review of costs incurred which indicated that the lower 7% rate did not cover the costs being incurred.  Other agencies have never implemented a lower rate for these projects.
This issue is also impacted by the growth in programmes of this type that provide supplemental support to the Regular Budget in part due to the growth limitations imposed on assessed contributions and in part to provide a mechanism for financing the expansion of organizational activities.  When the WMO rates were adopted, the amounts involved were relatively small.  However, this may change significantly as WMO has now included in its 2012-15 budget proposals for the 16th financial period the Compendium of Project Initiatives Proposed to be funded from Voluntary Contributions [Cg-XVI/Doc. 8.3(2)] providing for CHF 142.0 million over the four-year period.  
UN Specialized Agency new support cost charge mechanisms: In response to these issues several of the UN specialized agencies have implemented direct charging mechanisms either as a means of recovering full reimbursement when a donor does not pay the full (13%) support cost rate, or as a supplementary rate for costs not included in the calculation of the 13% rate as follows:

The World Health Organization (WHO) introduced in the 2010-2011 biennium a charge based on a percentage of payroll to cover the costs incurred in providing staff support including human resources, IT services, payroll and space.  The charge was levied against all of its programmes and projects whether financed from the regular budget or from its extra-budgetary activities funded primarily from voluntary contributions.  All of these services were considered directly related to staff costs and a charge of 8.5% for the 2010-11 and 2012-13 biennia was introduced as an element of standard costs.  
The WHO charge is calculated as part of the budget preparation so as to recover the difference between costs incurred for the specified functions and costs recovered from the support costs recovery charges.  It is charged to all extra-budgetary financed projects notwithstanding the support cost rate charged.  In addition, WHO includes as a payroll charge a percentage to recover a portion of its ASHI liabilities. 
FAO’s support cost rate structure is similar to WMO’s with the exception of the rate reduction for nationally administered components of projects.  At FAO there is no 2% reduction limit similar to that imposed by WMO.  In addition, FAO has implemented a separate charge covering the costs of space provided in the HQ building to staff and consultants financed from extra-budgetary financed projects based on square meters of space occupied.  Also, FAO charges projects for their ASHI liability as computed by FAO’s actuary.
Beginning in 2012-13 FAO will implement changes in the support cost policy designed to obtain reimbursement for expenses not included in the 13% support cost policy.  A charge will be implemented to cover the costs of computer support provided to staff and consultants financed from projects including software license fees, use of e-mail, access to corporate systems and hardware costs.  The amount will be charged as either a flat fee per individual or as a percentage of salaries.  In addition, costs related to security in the field will be included in the charge and costs of HQ based security will be added to the HQ space charge previously implemented.  This will be charged to all projects since these costs were not included in the calculation of the 13% rate.
Furthermore, for projects not paying the full rates established by the FAO Council, a post occupancy cost will be charged to cover the costs of HR and payroll related services including support to consultants such as consultant contracting, travel related services, payment processing, etc.  The charge will be based on a percentage of payroll costs or consultant fees and will be computed based on FAO’s cost measurement study.  The estimated rate is approximately 5%.
FAO has also prepared Guidelines for the Recovery of Services Costs from Missions and Projects for the use primarily of its offices in the field.  The manual provides detailed information on how to prepare budgets in such a way as to ensure the recovery of support costs as direct expenses of those costs not part of the support cost percentage rates.

UNESCO has issued a detailed guideline on its Cost Recovery Policy and budgeting for extra-budgetary activities.  This is a guide for the use of project managers and departmental financial officers for use in preparing project budgets. The new support cost policy includes a minimum charge of US$6500 for small projects with project budgets of US$50,000 or less.  The guidelines also include requirements for directly charging to project budgets the costs of security services, translation and printing, audit and evaluation services and finance (bank charges) including exchange gain and loss.
ILO has implemented procedures to ensure recovery through direct charges to project budgets of bank charges and currency exchange loss.  In addition, mechanisms have been introduced to charge project budgets, as direct expense, for financial and human resources support services provided to projects that do not reimburse the full 13% support cost rate.
Support Cost Waiver Policies:  In many of the specialized agencies, senior management is often under pressure from donors to reduce support charge rates in response to requests from donor government financial departments or based on perceptions of lower rate charges by other UN agencies or NGOs.  These perceptions are often based on a misunderstanding.  The UN agency or NGO may indicate a willingness to apply a support cost rate of 5%-7% but in fact collect substantially more through various direct charging mechanisms.  

For example, UN funds and programmes have budgets that are more flexible than those of the specialized agencies which are funded through assessed contributions.  Their operations are focused on project delivery, often with a huge volume of large projects to administer, many of which pay directly for personnel to provide project administrative and support services.  Directly charging costs to project budgets reduces the costs that must be financed from regular resources.
When agencies try to apply the discounting of support cost rates in order to obtain project funding, the loss must be absorbed by Regular Budgets.  Since budgets financed from assessed contributions have been restricted at most to financing nominal cost increases, granting waivers to reduce or eliminate support cost charges should be considered only when the donor agrees to include direct charges in the project budget.  While it is recognized that such decisions must often be made based upon considerations other than purely financial, they should be made only after finance departments have the opportunity to identify the financial implications and to put in place arrangements which will offset material loss of resources.
Proposed update of WMO Support Cost Recovery Policy: In the intervening almost eight years since WMO’s support cost policy was adopted, significant changes have taken place in UN agency recovery policies and donor requirements that necessitate a reconsideration of some of the policies accepted by the Executive Council in 2004.  It is proposed that WMO follow the lead of several UN organizations that have modified their support cost recovery policies to order to maximize the amount recovered within the limitations imposed by donors.  The following modifications are proposed:
1) Waiver policy: The policy should be expanded to specifically require that when a waiver of the full 13% rate is granted, the donor should agree to allow recovery of lost revenue through direct charges included in the project budget and provided in the project agreement.  This will ensure an understanding that what is being waived only relates to the methodology to be utilized in claiming reimbursement for support cost services and not to WMO’s costs to be recovered.  In addition, the Secretariat should provide a report on all waivers to the Executive Council to confirm that all costs of providing support services to extra-budgetary projects are recovered.
The current policy of granting a reduction in the rate when a donor assumes responsibility for providing support services that would otherwise be provided by the Secretariat should continue to be allowed with the 2% reduction limitation of the existing policy.  However, this approach should be limited to projects for which the recipient government is the donor country (either using its own funds or funds contributed to the government by a multinational institution such as a development bank).  

FAO has, for many years, successfully applied similar policies.
2) European Union: The EU generally limits the support cost recovery rate to 7% under the terms of the FAFA agreement with the agencies of the UN system.  However, the EU is reasonable on its approach to reimbursing as direct charges certain costs that other donors are reimbursing through the 13% full rate.  For example, services provided by staff in central and departmental finance, HR (consultant contracting) and procurement units can be included in the project budget along with time spent by desk officers in operational monitoring of project implementation including delivery of inputs, as direct charges based upon an estimate of the time to be spent working directly for the EU financed project.  In determining the cost, consideration must be given to specialized services required by the donor that may include accounting in Euro which is not WMO’s functional or reporting currency and requirements to provide detailed supporting documentation to project specific audits, something which is not generally required by other donors. 

However, this approach must be utilized carefully since most EU grants are subject to detailed audit prior to release of the final payment.  Also, it is important that a central monitoring of such grants be in place to ensure that the agreed amounts are actually charged.  
3) Multilateral institutions and funds: The World Bank and other development banks set their own support cost recovery rates at 5%-10% including for funds they administer on behalf of other entities such as the Global Environment Fund.  Often these agencies are not as flexible as the EU and other donors in allowing recovery of administrative and operational support services through direct charges to project budgets.  Assuming that WMO wishes to accept funds from these institutions, it will be subject to their rules on support cost recovery.  It would, therefore, be appropriate to expand the support cost policy section regarding UNDP to include the development banks and UN multilateral trust funds, indicating that recoveries will be based upon the policies adopted by the governing bodies of these institutions, or in the case of the UN multilateral trust funds by the policies adopted by its steering committee or the HLCM.
4) Recovery of costs not included in 13% rate:  As noted above, the UN system-wide rate of 13% did not include costs of security services, space in headquarters facilities or IT services.  At the time the studies were conducted, these costs were considered to be indirect fixed costs and rarely involved indirect variable services to extra-budgetary financed activities.  This has changed significantly owing to technological advances, security concerns and donor financing for activities that supplement normative activities.  In 2012, FAO will begin to charge projects that include staff or consultants paid from the project budgets that work on FAO premises or in project premises with access to FAO IT support. The charge will be calculated as a percentage rate sufficient to recover the costs of IT services, space occupied and related security costs including a share of UNDSS costs.  Since 2010, WHO has included these costs in its post occupancy charge of 8.5% recovered from project budgets with similar staff or consultants.
The FAO charge will be computed by dividing the total costs of HQ space including security services, DSS charges for support to consultants and staff on field missions and IT services such as e-mail, software licenses, computers and other IT support available to personnel or consultants as a percentage of total staff/consultant costs. The resulting rate will be applied to the actual charges for consultants and staff financed from extra-budgetary resources.  An alternative methodology which is also feasible is to compute a flat monthly charge based on the budgeted work-months for consultants and staff provided with space or IT support or included in the information provided in the computation of the UNDSS charges and apply this to each month worked by either staff or consultants on an extra-budgetary financed activity.
It is recommended that WMO amend its support cost policy to provide for the recovery of the direct costs of space, IT support and UNDSS security services provided to consultants or staff financed from extra-budgetary funding. This could be done through either a percentage rate or charge by work month separate from the 13% charge which does not cover these costs.  The amount would be included in project budgets when WMO is required to provide space or access to WMO IT services to the consultant or staff person.    

5) Normative projects:  The reduced rate for donor financed extra-budgetary support to normative activities should be re-examined based upon the implications of the potential expansion of activities proposed in the Compendium of Project Initiatives Proposed to be funded from Voluntary Contributions [Cg-XVI/Doc. 8.3(2)].  Should financing be received for a substantial element of the proposed initiatives, a mechanism would need to be put in place to finance the additional work effort involved.  

The type of project proposed is more closely linked to WMO’s basic responsibilities and in some cases involves supplemental staffing resources and other project costs not typical of WMO’s current extra-budgetary activities.  The alternatives available to finance these supplemental costs would include:
a. Continuing the 7% charge and directly charging project budgets for costs such as accounting, human resources and procurement services based upon the project size and type of project input in a manner similar to that utilized for EU financed projects.  This is the model utilized by ILO.

b. Charging the full 13% support cost rate as has been adopted by FAO.

c. Charging the 7% rate, along with a supplemental post occupancy charge for those projects containing staffing resources.  This would cover the costs of project personnel services for those projects that provided for additional staff.  This is the model utilized by WHO.
6) Technical support services: FAO has adopted procedures to include in project budgets the costs of services provided by technical programme officers to extra-budgetary activities.  These services include project implementation monitoring, project appraisal and in certain cases project design services.  These costs were specifically excluded from the calculation of the 13% project support cost charge.  In the multi-agency cost measurement studies and in the WMO cost study of 2004, it was assumed that such services would be financed through direct charges.
When these services are provided by external contractors, the costs are generally included in project budgets.  However, when these services are provided by an Organization’s staff, it is frequently assumed by preparers of project budgets that such costs are not reimbursable as direct charges.  Often donors are agreeable to financing such charges based on the assumption that their project will receive the specific services for which funds are budgeted.  
Of the various UN agencies, only FAO has a specific system in place for charging for such services.  A charge based on standard costs, either per day or per month, is calculated annually by FAO and provided to departments.  Based upon the requirements of individual projects, funds are then included in project budgets.  The funds are utilized to reimburse the regular budget for the actual services provided to the project and such funds are then reallocated to the department for use in hiring temporary replacement staff or providing additional services.  
At ILO, one major donor has agreed a specific percentage rate in addition to the 13% support cost rate to provide for technical services including project design.  The rate was computed based upon a projection of the services to be required annually and is charged to project budgets as a percentage.  However, timesheets are maintained to ensure that the funds are utilized solely for project support.  In addition, other donors have allowed the costs of providing technical support by ILO staff to be added as direct charges to project budgets.  ILO utilizes the standard cost of the individual multiplied by the work month (or partial work month) of service provided. 
It is recommended that WMO include in its revised policy a mechanism for charging projects for technical services provided by WMO staff as a direct charge to project budgets along with a mechanism for reimbursing the regular budget and reallocating the funds to departments to ensure that they are able to maintain the level of service approved by member states in the budget.  The use of an organization’s staff to provide project technical support services can help to ensure the quality of the work provided and, in addition, provide opportunities for staff to gain valuable experience.

7) Evaluation services:  The current policy does not provide specific funding for evaluation services which were not part of most project agreements when the policy was adopted in 2004.  Currently many donors are requiring that evaluations be provided either prior to project closure or at the mid-term of multi-year projects.  Generally funding for such evaluations is included as a direct expense in project budgets if the evaluation is to be conducted by an external contractor, whether by an individual or organization/company.  However, funding may be more complicated if provided or managed by an Organization’s own staff through a centralized evaluation service.  
FAO utilizes its technical support services cost recovery approach (see point 6 above) to recover the costs of evaluation services if the evaluation is project specific.  If the evaluation is performed for multiple similar projects or covers different projects within a specific country, the evaluation costs are apportioned among the projects based on estimated work effort, or when this is not feasible, based upon project size.  

Where the type of audit (project specific or more general) is not known in advance, WMO could mandate that a specific number of work months be included as a minimum in each project budget.  If an evaluation takes place, a charge could then be made with the funding utilized to cover the cost of an external evaluator or utilized to reimburse the regular budget for the cost of the services provided by WIPO staff.  The mandatory minimum charge should take into account the work effort that would be required by WMO staff to provide support and oversight to the evaluation if conducted by an external evaluator.  
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