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Introduction
1. In the UNOPS 2012-2013 budget estimates, UNOPS informed the Executive Board that it planned to perform a review of the operational reserve and the mandated minimum requirement, among other items, owing to the transition to International Public Sector Accounting Standards. The present conference room paper first elaborates on the background for the review, then summarizes the findings and recommendations of the report that was commissioned in March 2013, and finally presents the UNOPS proposal for an appropriate minimum requirement for consideration by the Executive Board.  
I. Background
2. According to rule 9.01 of the UNOPS financial regulations and rules, as a self-financing entity UNOPS shall operate on the basis of full cost recovery and shall set its management fees accordingly. Resulting from its ordinary activities during each biennium, UNOPS shall generate sufficient net surplus to maintain operational reserves at the level established by the Executive Board.
3. According to regulation 22.02, the purpose of the operational reserve is to guarantee the financial viability and integrity of UNOPS as a going concern. The operational reserve shall be fully funded and held in irrevocable and promptly available liquid assets. The elements to be compensated for and covered by it shall be limited to:
(a)  Downward fluctuations or shortfalls in revenue; 

(b)  Uneven cash flows;
(c)  Increases in actual costs above planning estimates or fluctuations in project expenditure; and

(d)  Other contingencies which result in a loss of resources for which UNOPS has made commitments. 

The decision to draw from the operational reserve rests solely with the Executive Director who shall report all drawdowns to the Executive Board.

4. At its second regular session 2001, the Executive Board established the current basis for the calculation of the level of the UNOPS operational reserve to 4 per cent of the rolling average of the combined administrative and project expenditures for the previous three years (DP/2001/14). The continued validity of this formula was confirmed by an independent review conducted in the fourth quarter of 2006. The UNOPS operational reserve is presently well above the minimum requirement.
5. In line with the other United Nations organizations and as mandated by General Assembly resolution 60/283, UNOPS adopted International Public Sector Accounting Standards as of 1 January 2012. By then the UNOPS Strategy and Audit Advisory Committee, in its annual report to the Executive Board, had already suggested that the aptness of the UNOPS formula for the operational reserve should be assessed in light of the standards. That view was reiterated by the committee during later meetings. UNOPS shares this view and has therefore conducted a review of its operational reserve.
II. Summary of the report commissioned
6. In March 2013, UNOPS engaged KPMG, a consulting firm, to assess its operational reserve calculation methodology and identify possible alternative methods of calculating its reserve.
7. The consulting firm took into account the International Public Sector Accounting Standards and their impact on the reserve compared to the prior United Nations system accounting standards, the UNOPS governance environment, their understanding of the risks associated with UNOPS operations, and UNOPS funding activities. 
8. As a consequence of the transition to the new accounting standards, accruals related to end-of-service liabilities for personnel/retirees have to be built, whereas under the previous standards they were deemed to be covered by the operational reserve. If the operational reserve target were maintained at the same level, those liabilities would be double-counted: once by the accruals made and once by the operational reserve.
9. To determine an appropriate formula, a number of project-related and non-project-related risks were evaluated in terms of materiality and the likelihood of occurrence. The analysis revealed that a majority of evident project-related risks, such as credit risk or deviations of revenue or cost level as opposed to forecasts, are mitigated either by contractual clauses or as a consequence of the UNOPS business model. Conversely, a number of risk factors were identified that could potentially threaten the liquidity level. Examples are contractual disputes, fraud risk, or risk related to a failed coverage of management expenditure by management fees in case of a dramatic reduction in revenues.
10. KPMG evaluated the following four possible alternatives:

A.
Maintain current reserve;
B.
Maintain a reserve representing six months of management expenses;
C.
Maintain a reserve representing three months of management expenses; or
D.
No reserve.
11. With respect to option A, the report concluded that the current reserve formula has a number of weaknesses, in that it may distort business incentives by linking the operational reserve target to the level of project expenditures, and that risk associated with the execution of projects is not dependent on the level of project-related expenses. Moreover, since almost all projects are pre-funded, there are practically no actual risks immediately associated with the execution of projects that could influence the operational reserve level. Risks that the revenue is lower than expected, or the client does not pay, are nearly eliminated.
12. While alternatives A and D were not recommended, the report advised that any formula linking the level of the operational reserve to three months’ (alternative C) or 6 months’ (alternative B) management expenses would be a realistic option. Alternatives B and C are supported by the benchmark study undertaken for UNDP that showed a link between the operational reserve calculation and a specified number of monthly expenses (either including or excluding project related expenses). In addition, the suggested formulas are in compliance with International Public Sector Accounting Standards. The study showed that the majority of non-profit organizations tend to define the operational reserve level based on three months’ expenses.
III. Proposed minimum requirement
13. UNOPS has carefully considered the outcome of the report, including experience from similar organizations. Recalling that the purpose of the operational reserve is to ensure the continuity of UNOPS operating business on a ‘going concern’ basis, two findings were seen as particularly important:
(a)
Risk associated with the execution of projects is not dependent on the level of project related expenses. Moreover, since almost all projects are pre-funded, there are practically no risks immediately associated with the execution of projects that could influence the operational reserve level.  
(b)
Under International Public Sector Accounting Standards, accruals related to end-of-service liabilities for personnel/retirees have to be built, whereas under the previous accounting standard those liabilities were deemed to be covered by the operational reserve.
14. On that basis, UNOPS proposes that the appropriate minimum requirement for the UNOPS operational reserve should be the equivalent of four months of the average of previous three years’ expense under the management budget.
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