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SUMVARY

Pursuant to Executive Board decision 95/1 of 10 January 1995, the UNOPS
operational reserve was initially established, follow ng the UNDP nodel, at a
| evel equal to 20 per cent of the annual adm nistrative budget of UNOPS,
rounded to the nearest hundred thousand dollars. Accordingly, the reserve was
established at a level of $6.8 nillion and funded by a transfer from unspent
i ncome carried forward from previous years. It has since been maintained at
that | evel.

A conprehensive risk and liability review has reveal ed that the UNDP-
derived reserve fornmula does not adequately protect UNOPS against the risks to
which it is exposed as a self-financing operational entity. The present
report sunmmari zes the findings and concl usi ons reached, and outlines an
approach to risk managenent and reserve funding that is nore closely
correlated to its circunstances and ri sk exposure profile. The report and its
reconmendat i ons have been revi ewed and endorsed by the Managenent Coordi nation
Conmi tt ee.

The report recommends that the funding | evel of the UNOPS operati onal
reserve be set at 4 per cent of the conbi ned expenditures on adm nistrative
and project budgets of the previous year. Based on 1996 expenditures, the
reserve level would be at $18.6 nillion. Drawdowns will be reported annually
in the UNOPS financial report while the reserve level will be reviewd
biennially in conjunction with the budget submni ssion
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. BACKGROUND

1. Pursuant to Executive Board decision 94/32 of 10 Cctober 1994, the United
Nations O fice for Project Services (UNOPS) becane operational as a self-
financing entity on 1 January 1995. |In decision 95/1 of 10 January 1995, the
Board approved the Financial Regul ations of UNOPS and established the UNOPS
operational reserve

2. Inits report DP/1994/62, UNOPS had proposed to review and quantify risks
and liabilities to which it may be susceptible, in order to set appropriate
reserve limts. Mndful of the observations of the Advisory Conmittee on

Adm nistrative and Budgetary Questions (ACABQ contained in its reports in
docunment s DP/1994/57 and DP/ 1995/ 13, the Executive Director, under the guidance
of the UNOPS Managenent Coordination Committee (MCC), has undertaken that
review.

3. The review drew fromthe follow ng sources: reports of the United Nations
Board of Auditors; the Ofice of Legal Affairs of the United Nations; the

I nsurance Section of the United Nations O fice of Programme Pl anni ng, Budget and
Accounts; private-sector firms, including insurance experts fromthe |egal and
securities areas; the former Treasurer and Deputy Director of Finance of the
United Nations Devel opnent Programme; and the firm of Kanerbeek

Assur anti emakel aars, which provides property insurance for the United Nations,
and its associate, Arthur J. Gallagher and Conpany.

4. UNCPS has al so drawn fromits experience of two years in applying the

busi ness pl anni ng and financial nanagenent nodels it has devel oped. The present
report summari zes the findings and concl usi ons UNOPS has reached, and makes
reconmendations with regard to the separate but related issues of risk
nmanagenent, reserve |levels, and surplus incone. The report has been revi ened
and its recomrendati ons endorsed by the MCC.

1. BASIC PREM SES

5. UNOPS is a fully self-financing entity with no assessed budget funding. At
present, it nanages nore than 2,000 projects in 146 countries, with project
budgets in excess of $1 billion. Inability on the part of UNOPS to neet
administrative costs or to respond to the financial consequences of

extraordi nary or unantici pated contingencies could result in claimnt demands
that alternative financing arrangenents be placed before the Executive Board,
including that responsibility be shared with or assuned by UNDP, the United
Nations, or other UNOPS clients. Consequently, UNOPS deens that it is obliged
to identify and inplenent neasures that will provide the maxi mum degree of
financial protection for itself, the United Nations system and its clients.

6. UNOPS has a short history as a separate entity. Wile it is recovering
fromthe business dowmnturn of 1993-1994, it is premature to conclude that two
years of promising results establish a long-termtrend. Nor can reliable

i nferences about the future of UNOPS be made fromthe different circunstances
that prevailed when it was part of UNDP. Furthernore, relevant historical data

l...
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for conparable risks for United Nations entities, including UNOPS, are limted.
In view of this uncertainty, UNOPS has nmade cautious and conservative
assunptions with regard to the types and extent of risk exposure.

7. A key elenent in the UNOPS ri sk managenent approach is the use of
alternative financing techniques and reserves. |In order for these nechanisns to
be effective, it is essential that they be fully funded and held in irrevocabl e
and pronptly available liquid assets, in simlar fashion to that prescribed in
UNDP Fi nanci al Regulation 12.2 (a).

[11. R SK, RESERVES AND SURPLUS | NCOVE

A.  UNOPS operational reserve

8. UNOPS Fi nanci al Regul ation 8.3 specifies four elenments to be covered by the
operational reserve

(i) Shortfalls in income;
(ii) Uneven cash fl ows;

(iii) Professional or contractual liabilities associated with UNOPS
Servi ces; and

(iv) Liabilities associated with UNOPS personnel contracts financed from
t he UNOPS Account.

9. Fol | owi ng UNDP practice, the initial level of the UNOPS operational reserve
was set at 20 per cent of the annual adm nistrative budget, rounded to the

near est hundred thousand dollars. Accordingly, the reserve was established in
the anmobunt of $6.8 million and funded by a transfer fromunspent income carried
forward fromprior years. It has since been naintained at that |evel

10. It was reasonable to use the parent organization's operational reserve as
an initial nodel for that of UNOPS. UNOPS, however, has been established as a
sel f-financing operational entity, with no normative role or funding activities.
Experi ence and anal ysis have reveal ed a risk-exposure profile that is markedly
different fromthat of UNDP, |eading UNOPS to conclude that the UNDP-derived
formul a does not correspond to the actual type and extent of its risk exposure.
Theref ore, UNOPS has identified and quantified, to the extent possible, each
elenent in its overall risk equation. These individual elenents, presented in
detail in the annex, have been used as the building bl ocks of an overall risk
managenent and reserve approach that matches the actual risk exposure of UNOPS.
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B. Risk and risk nanagenent nechani sns

Ri sk types

11. Risks have direct or indirect financial consequences which, if not
anticipated and protected against, threaten the viability of the organization or
the interests of its clients. Such risks originate from contingencies of
various types:

(a) Professional, stemming from m stakes, oversights, or nisdeeds of
per sonnel

(b) Contractual, stenm ng from agreenents or contracts which the
organi zation i s bound to honour

(c) Business, including dinnished demand for services and projects which
cannot be inpl enented as schedul ed; and

(d) Force mmjeure, such as flood, storm earthquake, civil instability, or

war .

12. Overall risk exposure and contingent liability are greater now than they
have traditionally been, owing to such factors as increasing conpetitiveness in
devel opnent service markets; increasing technical conplexity of projects,
especially in the industrial and environnmental sectors; and increasing
litigation relating to contracts and to enpl oynent practices.

Financial inplications of risk

13. Direct costs of the occurrence of risk contingencies include replacenent of
property, paynent of clains or settlenments, or honouring the ternms of |ease and
service agreenents.

14. Indirect costs of the occurrence of contingencies include |egal costs;
cl osure, suspension, or relocation of offices; restoration of electronic or
manual records; payment and/or severance of surplus personnel; or unforeseen
i ncreases in operating costs.

15. UNOPS nmay incur significant cost in responding to risk occurrences even
when it is not legally liable. For exanple, a bankrupt contracting firmthat is
unable to conplete a project may technically be liable for the financia
consequences of its failure to perform however, if the firms resources are not
avail abl e, or would be available only after Iong and expensive litigation, the
interests of the project and/or the UNOPS client would suffer. The same woul d
be true in the case of an individual consultant's errors, onissions, or failure
to perform when enforcenent and recovery options nmay be even fewer. Wile
UNCPS does and will continue to utilize diligently the legal and institutiona
protections available to it, circunstances could arise under whi ch UNOPS nmay
choose to assune responsibility or to share responsibility with its partners.

In other cases, the expeditious resolution of a dispute or claimmay prove |ess
costly than the anticipated direct and indirect cost of litigation even if a
favourabl e judgenent may be expected. The reserve functions as a bridging
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mechani smthat covers costs pending the outcome of litigation, as a source of
funds with which to respond to unsuccessful litigation, or as an alternative to
litigation which could be successful but unenforceable.

R sk managenent nechani sns

16. UNOPS enpl oys several types of financial and non-financial mechanisnms to
l[imt risk or its effects, with the operational reserve as the safety net and
final recourse behind them all

(a) Limtation of risk. The United Nations Convention on Privileges and
Immunities extends jurisdictional immunity and reduces the risk of frivol ous
litigation or doubtful claims. Protection is also provided through the terns of
the UNDP Standard Basic Assi stance Agreenents (SBAAs), which apply to the
majority of projects for which UNOPS provides services. In addition, training
and education of staff can help reduce the incidence of m stakes - an exanpl e of
this is the contract training programe, a conprehensive and practical course on
the essentials of contract formation and adm nistration, devel oped by UNOPS wth
an outside training institution and attended by over 100 UNOPS staff;

(b) Managenent of risk. Certain types of risk can be anticipated and
protected agai nst by careful managenent. To the extent that this happens, it
enabl es risk protection to be included in routine managenent and budgetary
practices and reduces the |ikelihood of surprises for which preparation is
i nadequate. Examples of this type of mechani smare the Financial Managenent
Model , presented previously in document DP/ 1995/ 60 and used to synchronize
adm ni strative expenditures with delivery and inconme, and the annual UNCPS
Busi ness Pl an;

(c) Transfer of risk. Some risks can be transferred to other parties.
The primary mechani snms for doing this are the purchase of insurance policies and
t he assignment of responsibility and liability through witten agreements and
contracts. O these two, the forner is nore secure although nore costly and may
not al ways be avail able. The degree of protection provided through agreenents
and contracts can vary widely: CGovernnents, organizations, agencies, firns and
i ndi vidual s may assunme responsibilities that they subsequently prove unable or
unwi I ing to honour, or for which enforcenent actions could prove expensive,
ti me-consum ng, or even inpossible;

(d) Assunption of risk. Risk exposures not addressed fully through any of
t he precedi ng nechani sns have to be assuned. Although the nechani smfor doing
this is known both as "self-insurance" and as "reserves", the two are the sane:
an anount of liquid assets derived from UNOPS inconme that is set aside, outside
the normal administrative budget, with the expectation that it will not be drawn
fromunl ess the contingencies that warranted its establishment have occurred.
Reserves are of paranount inportance in risk managenent as they are al ways the
| ast recourse within the UNOPS span of control. |In the event that these
resources proved insufficient to satisfy clains or liabilities, it nmust be
anticipated that clainmants mght attenpt to shift their clains to UNDP, the
United Nations, or to other UNOPS clients.
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C. Summary and reserve |evels

17. The table sunmarizes the basic el enments on which the proposed operationa
reserve is based. The annex explains in detail the nature of each area of risk
exposure and the rational e behind the proposed managenent response. Data from
fiscal year 1996 have been used in the table for calculating an end-of-year

i ndicative total reserve requirement.

18. Recommendation. The sum of the various reserve el enents, based on 1996
figures, is $17.45 million. This amount is equal to slightly less than

4 per cent of the combined 1996 administrative and project expenditure of

$465.2 mllion. |In order to facilitate adm nistration of the reserve, UNOPS
recommends that the |l evel of the operational reserve be set at 4 per cent of the
conbi ned expenditure on administrative and project budgets of the previous year

19. Wiile the annex provides an itemby-item explanation of the basis for this
recomendati on, there are two general points that should also be borne in nind:

(a) The conbined administrative and project expenditures of UNOPS for 1997
are projected to be in excess of $500 nmillion. A reserve capitalized at
4 per cent of the total value of funds disbursed by UNOPS in a given year is a
conservative |level for an organization of the UNOPS type, inasnuch as
consul tants advi se that conparable not-for-profit organizations naintain
reserves of 5-10 per cent of annual expected cash flow

(b) Initial financial uncertainty has resulted in the sl owdown or deferra
of sonme administrative expenditures, especially in the areas of staff and
information systenms. Wth two years of inproving performance, needed
expenditures are being cautiously resuned. However, a short-termresult of
fiscal restraint has been to increase the bal ance of unspent inconme. This
unspent incone affords a narrow wi ndow of opportunity for reserve funding that
coul d di sappear as adm nistrative costs return to normal |evels and/or UNOPS
busi ness decl i nes.
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UNOPS ri sk exposure: Sunmary

.  OVERVI EW OF RECOMVENDED COMPONENTS OF UNCPS OPERATI ONAL RESERVE

Type of risk Cal cul ati on basis Amount ($)

. SHORTFALLS OF | NCOVE AND UNEVEN CASH FLOWS

Downt urn of new busi ness 15% of annual 4 900 000
adm ni strative budget
Variability in portfolio

Fl uctuations in incone rates

1. PROFESSI ONAL OR CONTRACTUAL LI ABI LI TI ES ASSOCI ATED W TH UNCPS SERVI CES

Ceneral professional and contractual 1. 5% of project delivery 6 500 000
liabilities of previous year

Property Cont i ngency provision 200 000
I nformati on systens Cont i ngency provision 250 000
Busi ness interruption Cont i ngency provision 500 000
Torts/third-party liability Cont i ngency provision 1 000 000

[11. LIABILITIES ASSOCI ATED W TH UNOPS PERSONNEL CONTRACTS FI NANCED FROM THE
UNOPS ACCOUNT

Downsi zi ng Cont i ngency provision 3 000 000
Appendix D liabilities 1% of staff/comon cost 200 000
of previous year
Enpl oyment practices Cont i ngency provision 1 000 000
| NDI CATI VE TOTAL (for end-of-year 17 550 000
1995)
RESERVE RATI O 1996 expenditure
Admi ni strative 32 200 000
Pr oj ect 433 000 000
TOTAL 465 200 000

Reserve ratio: $17.55
million/$465.2 mllion

1
w

L T7%

Rounded t o: 4%
or, $18.6 mllion
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D. Reserve funding, drawdowns, and reporting

20. Accordingly, it is proposed that avail able unspent inconme be used to bring
the reserve up to a fully funded level. At the end of 1996, UNOPS had a bal ance
of $10.8 mllion in accunul ated unspent inconme. Transfer of this unspent income
to the current reserve of $6.8 mllion will bring the reserve bal ance to
approximately $17.6 mllion. UNOPS will use the unspent inconme of subsequent
years to achieve full funding of the proposed reserve level. Barring any nmjor
drawdowns fromthe reserve, UNOPS expects to reach full funding of the reserve
by the end of the current biennium

21. UNOPS Financial Regulation 8.3 requires that drawdowns fromthe operationa
reserve be reported by the Executive Director to the Executive Board. This will
be done annual ly as part of the UNOPS regular financial reporting. This wll,
in conjunction with ongoing operational oversight provided by the MCC, provide a
framework for ensuring that the reserve is properly used and managed.

22. The level of the reserve is a function of overall business vol une,

admi nistrative cost, and risk exposure. The Executive Director wll, taking
these factors into account, report on the reserve every second year upon

subm ssi on of the biennial budget proposal, and will make such recommendati ons
regarding the reserve as are appropriate.

E. Surplus incone

23. Surplus incone is that amount of inconme which, at year end, is over and
above that required to cover expenditures incurred under the year's
adm ni strative budget, and to fund or repl enish operational reserves.

24. Conscious of the fact that its inconme is derived fromresources whose
principal purpose is to assist nations and people in need, UNOPS nakes every
effort to nmeet or exceed the performance expectations of its clients in as
cost-effective a manner as possible. This is a key element of the val ue that
UNOPS strives to add when providing its services. The unique nmanageri al
chal l enge of UNOPS is to nmaintain a bal ance between incurring a deficit, on the
one hand, and accunul ating a surplus in excess of its needs, on the other

Al though either is possible, a deficit is the greater danger

25.  UNOPS has devel oped, and continues to inprove, various tools that help it
match its income with its basic financial needs. These include the above-cited
Fi nanci al Managenent Moddel and the Business Plan, as well as inproved budgeting
and reporting procedures and regul ar negotiations with clients on fee
structures. UNOPS notes that its costs are presently well bel ow those of other
United Nations agencies and those of comercial entities, and is committed to
mai ntaining this position.

26. The planning, analysis, and reporting tools UNOPS has devel oped since 1994
establish a transparent franework that facilitates nonitoring of all dinensions
of UNOPS performance, including shortfalls or surplus of income. These neasures
will enable UNOPS, the MCC, and the Executive Board to identify and address any
emerging issues with regard to the UNOPS financial position
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F. Foll ow up

27. The neasures presented herein are expected to provide at the present time
an appropriate level of protection for UNOPS, for its clients, and for the
United Nations system One of the key | essons |learned fromthis anal ysis,
however, is that risk exposure is not static: assessing and managing risk are
ongoi ng managenent responsibilities. Two i mediate actions UNOPS will take in
this regard are:

(a) The Directorate will in future nmaintain and oversee docunents and
information relating to UNOPS ri sk exposure in conjunction with the annua
busi ness pl anni ng process. Such information was previously unavail abl e or
di spersed throughout the organization

(b) Discussions are under way, at the tine of witing the present report,
with the United Nations and with other agencies to resolve pending insurance
coverage questions. UNOPS will provide updated information at the third regul ar
session although it is not expected that the recommendati ons contained in the
present report will change on the basis of these discussions.

V. DRAFT DECI SI ON

28. The Executive Board nmay wi sh to:

(a) Take note of the report of the Executive Director of the United
Nations O fice for Project Services (DP/1997/26);

(b) Decide to establish the | evel of the UNOPS operational reserve at
4 per cent of the combined expenditure on adm nistrative and project budgets of
the previous year, and to transfer unspent incone to the reserve account unti
such | evel is reached;

(c) Approve the maintenance of the operational reserve at the |eve
cal cul ated annually according to the forrmula in the precedi ng paragraph

(d) Request that the Executive Director report on a biennial basis on the
appropriateness of the level as set in the present decision

(e) Note that the Executive Director will continue to report annually on
UNOPS i ncone and expenditure | evels and on drawdowns fromthe reserve
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Annex
Rl SK MANAGEMENT, RESERVES AND SURPLUS | NCOVE
1. The basis used by UNOPS for anal ysing each operational reserve category is

expl ai ned below. A summary of all categories is presented in the table in the
mai n report.

2. It should be noted that UNOPS has a single operational reserve with which
to respond to contingencies of many types. None of the ampunts for the

i ndi vi dual categories specified below are sufficient to respond to a worst-case
scenari o occurring in that category, nor are they ceilings |imting drawdowns
agai nst that type of contingency. Had a full-funding approach for each

conti ngency been taken, the total anount of the reserve woul d have been nuch

| arger than that proposed. Instead, UNOPS has assuned that not al
contingencies will occur at the sanme tine. Therefore, a drawdown in excess of
t he anobunt used for any category in this calculation woul d be buffered by other
resources in the reserve. It is intended that the anpbunt of such drawdowns will
be recouped through the annual reserve repl eni shnent process.

3. When possi bl e, UNOPS has arrived at category ampbunts by using or draw ng
from precedents el sewhere in the United Nations systemor in simlar non-United
Nati ons organi zati ons. Wen this has not been possible, UNOPS has estinmated the
cost of various scenarios and then specified a contingency provision as a
reasonabl e basis for response. G ven the many uncertainties regarding the

nmagni tude and probability of each risk contingency occurrence, these ambunts are
esti mates based on both anal ysis and on managenent judgenent.

. SHORTFALLS OF | NCOMVE AND UNEVEN CASH FLOWS

I ncone shortfalls

4. Fi nanci al Regulation 8.3 identifies shortfalls of income and uneven cash
flows as separate categories for which reserves may be used: in practice there
islittle difference for UNOPS between the two concepts other than their
duration. Both have the sanme effect of reducing income bel ow the cost of
operation.

5. UNOPS is highly vulnerable to contingencies in this category: the events
t hat cause income shortfalls are generally beyond the short-term control of
UNOPS, and corrective nmeasures may not yield i mediate results

6. UNCPS nmekes various types of forward commtnents within its approved or
revi sed budget, e.g., hiring of personnel, |eases, and service agreenments. The
ability of UNOPS to nmeet these conmitnents is dependent upon the generation of

i ncone, which itself depends on delivery of services. Any major disruption in
delivery could result in a drop in incone, |eaving UNOPS unable to neet its
financial commitnments. Such disruptions can stem from
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(a) Downturn in new business. A downturn of business with a major client
has a direct negative inpact on UNOPS delivery and i ncone. Such downturns coul d
result froma client choosing another alternative for project services, from
disruptions in the client's own funding base, or fromother causes. |If this
downturn is prolonged, and not substituted with business fromanother client, it
is likely to result in a downsizing of UNOPS. The likelihood of this situation
seens distant; however, if such a trend were to develop, it mght by that time
be too late to build a financial safety net with which to weather a downsizing
effort;

(b) Variability in overall portfolio. UNOPS is a demand-driven
organi zation: there is considerable variation fromyear to year in the overal
conposition of its portfolio, with different types of services producing
different inconme rates. UNOPS has no control over this variability, and nust be
in a position to buffer itself fromthe effects of it;

(c) FHuctuations in inconme rates. Incone rates are also prone to change
fromtime to time, so even when delivery volunme is stable, the anpbunt of incone
derived therefromis not conpletely predictable. This is a special concern with
the introduction by UNDP of a new rate structure for adm nistrative and
operational services, the inpact of which is at this tinme uncertain

7. Wth some exceptions, these types of contingency do not occur w thout
warning. Therefore, the primary risk managenent mnechani sns used to limt their

i npact are the Financial Managenent Mdel and the Business Plan. Nonethel ess,

pl anni ng and nonitoring are not exact sciences: while the portfolio value and
proj ect and admi nistrative expenditures are nonitored on a nmonthly basis, actua
incone for the year is not conclusively known until the fiscal year accounts are
closed, three nonths into the followi ng year. Thus, while some corrective
action can be made within the year, neaningful budgetary adjustments wll
general ly occur after the events that triggered them It is therefore possible
for expenditures to be incurred prior to receipt of income that will cover them

8. Concl usion. Wile the nanagenent nechani sns UNOPS has put in place afford
consi derabl e protection agai nst these types of contingency, it would be

i nprovident to provide no margin for unanticipated shortfall of income. UNOPS
estimates that inclusion in the operational reserve of a contingency provision
equal to 15 per cent of the annual adm nistrative budget will provide a
reasonabl e | evel of protection. This figure is derived fromsetting aside two
nmont hs of the annual adm nistrative budget, or 16.7 per cent, rounded down to
15 per cent.

1. PROFESSI ONAL OR CONTRACTUAL LI ABI LI TI ES ASSOCI ATED
W TH UNCPS SERVI CES

9. The nature of UNOPS work involves it annually in thousands of professiona
and contractual relationships with donors, Governnents, firns, non-governmnental
organi zations, United Nations agencies, and individuals. The dollar value of
these relationships is near $500 mllion annually. Al parties consulted in the
risk review, including the Ofice of Legal Affairs and the firm of Kanerbeek/
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Gal | agher, agree that risk exposure in this category is extensive, conplex, and
difficult to predict or quantify.

10. Sone contingencies in this category are specific, and can be targeted with
equal |y specific managenent mechani sms. A larger group is of a nbre genera
nature. Strategies for responding to both groups are outlined bel ow.

Ceneral professional and contractual liabilities

11. UNOPS manages, executes and inplenents devel opnent projects of every
concei vable type. Some are relatively sinple and straightforward, such as

pur chasi ng of f-the-shelf equi prent and supplies. Qhers are conpl ex and
potentially risky, such as procuring and overseeing installation of the custom
built equi prent for Mntreal Protocol projects or conducting deni ning
activities. Having reviewed UNOPS contracting procedures and experience in
project inplenentation, OLA has identified a nunber of potential liabilities
that mght arise in this connection. Wile noting that in many cases UNOPS can
protect itself through contractual clauses and insurance policies, COLA points
out that cases do arise where an obligation to pay danmages may not be totally
excluded or where |osses incurred may not be recoverable. OLA also cites cases
of clains that may have to be resolved by formal arbitrati on proceedings that
may rul e agai nst UNOPS, or would involve substantial expense even if the defense
of the claimwere successful

12. The nmechani snms for managi ng these risks are nunerous: the United Nations
Convention on Privileges and I munities and the SBAA extend jurisdictiona

i munity and reduce the risk of frivolous litigation or doubtful clains. UNOPS
has itself invested in training its staff to avoid pitfalls in the contracting
area. Managerially, through its reorgani zation process, UNOPS has strengthened
internal control capacity by establishing the function in the new Fi nance,
Control and Administration Division. |t also operates two inportant comittees,
the Project Acceptance Comm ttee, which screens new and revised projects, and
the Procurement Review and Advisory Committee, which reviews all nmgjor
contracting and procurenent activity. The Rosters Unit is now obtaining
financial background information on mgjor firms. UNOPS also transfers ri sk,
when possi bl e, through extensive insurance coverage and through the inclusion of
protective clauses in contract and agreenent docunents. The latter are

mai nt ai ned and overseen by the newly established Policy and Contracts Division

13. Notwi thstandi ng these precautionary neasures, UNOPS is still exposed to
residual risk in this area. Kanerbeek/ Gallagher have advised that while there
appear to have been no serious clains to date, it should be assuned that the

| oss woul d be substantial if clainms were to occur. The risk review highlighted
errors and om ssions of staff as one potential source of such risks. This is a
potentially insurable risk, but Kanerbeek/ Gallagher have pointed out that this
cannot be acconplished wi thout a benchmarki ng of clains history and current
exposure. UNOPS has begun this type of benchmark docunmentation although it is
anticipated that the ultinmate approach will involve a mx of comercial

i nsurance and sel f-insurance.

14. Conclusion. To conplenent and backstop the other neasures UNOPS is taking
inregard to this risk area, a contingency provision equal to 1.5 per cent of

/...
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the total project expenditure of the previous year should be included in the
operational reserve. This percentage has been revi ewed with Kamerbeek/
Gal | agher, who have judged this to be a reasonable starting point for reserve
f undi ng.

Specific professional and contractual liabilities

15. Specific liabilities for which UNOPS has taken and/or recomrends action are
descri bed bel ow.

Shi ppin

16. UNOPS ships and transports goods of all types, using well-docurmented and
closely nonitored procedures that adhere to the international standards
establ i shed by the International Chanber of Comerce (I NCOTERMS). UNCPS

shi pnments are normally insured through a gl obal open-cargo policy, obtained at
an annual prem um of approxi mately $600, 000.

17. Conclusion. The risk review has concl uded that docunentation and
nmoni tori ng procedures can be further inproved but that the insurance coverage is
appropriate to UNOPS needs. No further action is necessary at this tine.

Property

18. Kanerbeek/ Gal | agher have estimated the val ue of UNOPS property at New York
headquarters at $6 mllion. This estimate does not take into consideration
property at other locations. (This property is office equipnent, furniture,
etc. UNOPS does not own any of its office prem ses or other real estate.) The
ri sk review reveal ed that UNOPS prem ses are not included in general United
Nati ons property insurance coverage.

19. Conclusion. UNOPS is proceeding to obtain replacenent-val ue i nsurance
coverage for all property owned by it, preferably in conjunction with the United
Nati ons. The cost of this coverage will be included in the next revised budget.
In addition, inclusion in the operational reserve of a contingency provision of
$200, 000 wi Il provide self-insurance sufficient to cover deductibles and/or

repl acenent of itens not covered by property insurance.

Informati on systens

20. UNOPS is heavily dependent upon its information systenms technol ogy. The
ri sk review noted that UNOPS does not have an explicit disaster recovery plan,
nor are there funds with which to arrange for data recovery or restoration
alternate site operations, or the many other costs associated with a system
which fails or is damaged

21. Conclusion. UNOPS will develop a disaster recovery plan; in addition,
inclusion in the operational reserve of a contingency provision estinmated at
$250,000 will allow for an initial response to an information systens crisis.



DP/ 1997/ 26
Engl i sh
Page 14

Busi ness interruption

22. Kamer beek/ Gal | agher have noted that UNOPS has no protection for the costs,
direct and indirect, of a business interruption. Such an interruption could be
the result of a natural cause (flood, fire), civil unrest, or terrorist action

23. Conclusion. Wile business interruption may prove to be an insurable risk,
inclusion in the operational reserve of a contingency anount estimated at

$500, 000 will provide either interimor |longer-termprotection against this
risk.

Torts and third-party liabilities (for non-vehicular injuries and | osses)

24. Kamer beek/ Gal | agher have found that UNOPS is not covered under the United
Nations self-insurance reserve with regard to injury or property damage | osses
to third parties. The United Nations reserve is funded from annua
appropriations by the General Assenbly and augnented with interest earned from
the reserve anount, currently $2.2 million. Since the United Nations reserve is
in any case applicable only to the Headquarters district of New York, UNOPS
participation in this schene woul d not provide coverage for office |ocations
out si de New York. UNOPS headquarters and other |ease agreenments require it to
be "sel f-insured" although there are no provisions made for this. As with the
enpl oynent practices liabilities nmentioned bel ow, |egal defense costs are often
the largest part of the expenses for clains of this type.

25. Conclusion. UNOPS is exploring participation in the United Nations self-
i nsurance schenme and/or other insurance alternatives. In the nmeantine,
inclusion in the operational reserve of a contingency provision of $1 mllion
will provide self-insurance with regard to third-party and tort clai ns.

[11. LIABILITIES ASSOCI ATED W TH UNCPS PERSONNEL CONTRACTS
FI NANCED FROM THE UNOPS ACCOUNT

26. In recent years, protection for all categories of personnel has inproved,

| argely through the application of appendix D of the United Nations Staff

Regul ations and Rul es and through associ ated i nsurance policies. There is,
however, sizeable exposure with regard to staff on the adm nistrative budget, as
expl ai ned bel ow.

Downsi zi ng

27. Salaries and common staff costs in 1996 totalled $19.7 mllion, or

61 per cent of the total administrative costs. The approved staffing table

provi des 244 posts: 91 Professional and 153 General Service. A total of 133
staff nenbers hold UNDP Letters of Appointnent and have pernmanent contracts. A
sust ai ned downturn of business, or shortfall of income, would require that UNOPS
begin laying off staff, with attendant costs.

28. The principal nechanisns for limting risk in this regard are manageri al
First, UNOPS relies increasingly on the use of non-permanent contracts, as is
appropriate for a self-financing organi zation. Second, the Financial Mnagenent

l...
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Model and the Business Plan provide a framework within which managenment can
anticipate, and either prevent or prepare for, inmmnent changes.

29. If staff reductions were necessary, the first steps would invol ve
non-renewal of some fixed-termcontracts and a request to UNDP (or other
originating agencies) to accel erate absorption of their contract hol ders back
into their own staffing tables. The cost to UNOPS of staff reduction could vary
significantly according to sone of the follow ng factors:

(a) The pace at which UNDP and ot her originating agenci es can re-absorb
staff assigned to UNOPS;

(b) The proportion of any severance benefits payable to UNDP staff that
woul d be borne by UNCPS;

(c) The rapidity with which reductions would need to be acconplished and
the length of time for which UNOPS may be obliged to carry excess staff as an
alternative to severance;

(d) The anmpbunt of tine remaining on fixed-termcontracts of various types,
and whet her foreshortening of such contracts is operationally possible; and

(e) The value of termnation indemities that may become payable to
non- UNDP staff with significant length of tenure wi th UNOPS.

30. Conclusion. The operational reserve should include a provision of

$3 nmillion for the downsizing contingency. This figure is based on the
assunption of paynent of salary and/or indemity for no nore than 15 per cent of
adm ni strative budget staff in one year

Appendix D liabilities

31. Appendix D of the United Nations Staff Regul ations and Rul es defines the
entitlenments for death, disability and reasonabl e costs and danages paymnents.
VWi | e i nsurance coverage of various types provides the neans for paynment of
these entitlements for eligible staff in the field, the risk review has reveal ed
that there is no provision for honouring such clainms for personnel enployed
under the admi nistrative budget. Once again, the protection against this
contingency is supposed to be provided by a "self-insurance" fund although one
does not as such exist. UNOPS is not a participant in the United Nations
speci al reserve for this purpose.

32. Conclusion. The operational reserve should include a contingency provision
equal to 1 per cent of the staff and common costs of the previous year for
meeting clainms relating to appendix D. This percentage is derived fromthat
used successfully by the United Nations for its appendix D reserve. 1In view of
the different size and conposition of the risk pool, UNOPS will closely nonitor
appendi x D clains to ensure that this percentage is appropriate for UNOPS
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Enpl oynent practices

33. Kamer beek/ Gal | agher have drawn the attention of UNOPS to the question of
enpl oyment practices liability, with special nention being nmade of issues such
as hiring practices, equal opportunity, discrimnation, sexual harassment and
j ob-performance reviews. The extent to which United Nations entities are
susceptible to these clains is anbi guous although there are recent exanpl es of
such cl ai ms havi ng been pursued with financial repercussions to the

organi zati on. Kanerbeek/ Gal | agher point out that defence costs are often the
| argest part of the expenses for clains of this type.

34. Conclusion. UNOPS will, follow ng the reconmendati on of Kamnerbeek/
Gal | agher, obtain further clarification regarding the extent of this type of
exposure and the possible cost of insurance. Inclusion in the operationa

reserve of a contingency provision estimated at $1 nmillion provides protection
for clainms against enmploynment practices.



