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1. The Executive Committee of the Multilateral Fund for the Implementation of the Montreal
Protocol has, over the last three vears, approved funds for both project activitics as well as the agency
costs of preparing and administering those activities. Project costs have supported projects o directly
phaseout the production and comsumption of czone-depleting substances (ODS), institutional and
strengthening projects to assist the governments of Article 5 coontries develop local capacity to
implement the Montreal Protocol, and activities to prepare gmpnsals for such projects. Agency costs
cover expenses incurred by the four implementing sgencies, or in some cases local governmens agmmes
and financial intermediaries, as they develop, administer and monitor Fund financed projects.

Approaches to project administation, including invelvement of local agencies, as well as the
needs of local governmenis in tenos of capacity building to carry out MP mandates have evolved in
response to the various needs and requirements of developing and implementing a wide variety of
policies, activities and investment projects. Approaches have also evelved to accommodate the differens
approaches to project execution and implementation adopted by the vatious implementing agencies. The
Executive Committee {(EC) has been supportive of these various approaches, realizing that each is mare
or less shited to the circumstances of particular countries or implementing agencies,

2. As project implementation progresses, and the various implementation approaches are further
refined, new initiatives have been 1dentified by the irmplementing agencies which, if implemented, would
contribute to acceleration of project implementation, funds disbursement, and QDS phaseout.  Such
initiatives were pressnted at the 15th Meeting of the Fund Executive Commitice (EC). These included
requests for funding of waining of financial intermediaries and ozone nnites, and for technical andits upon
project completion. This lead the EC 10 raise certain questions zbout the relationship between these
variqus types of costs, and whether there was any risk of double counting, The EC's basic questions
which will be addressed in this paper are as follows:

» I3 there an overlap between Institutional Strengthening activities and those activities typically
undertaken by a financial intermediary?

s Why are contingency costs remaining at the 10-15 percent level?
» Should the Fund pay for technical anditg?

3 Existing BC guidelines and policy papers cover certain aspects of these issues, but as yet, no
paper considers the inter-relationships among various types of costs supported by the Fund. For instance,
the EC considered a paper on the use of contingency costs in projects (UNEP/Qzl Pro/ExCom/12/32).
The EC has also issued puidelines on eligibility of various components of Institmtional Strengthening
dctivities {LINEP/OzL. Pro/ExCom/7/20). In addition, the implamenting agencies have at different times,
provided clarification on the nature of other activities which are more closely associated with
administrative costs,

4, This paper explains the relationships between the two broad categories of activities financed by
the Fund; i.e., project costs and agency costs. By defming the costs that are associated with each of these



2

categonies and noting how the different implementing agencies handle administration tasks and charge the
fund for those expenses, this paper will address the issues raised by the EC and establish a framework that

can be used in the future 1o consider possible overlap between funding requests and activities that have
already been financed.

Categories of Cosis

3. Expenses financed by the Fund fall into two categories: (a) Prajsct Costs; and (b) Agensy Costs.
The distribution of these cost components among the two cost categories s provided in Annex T,

6. Proiect Costs, are those expenditures incurred by OIS consuming or producing enterprises to
actually phaseout ODS and include both costs of preparing proposals as well as well as the costs of
carrving out projects, including costs of equipment, technology and so on. Project Costs also include
ingtitutional strengthening expenditures incurred by governments to establish and operate “Ozone Units”,

the focal point within the government for implementation of Country Programs for compliance with the
Montresl Protocol.

7. Agency Costs are the costs incurred by the hoplementing Agencies fo facilitate the identification
apd implementation of projects. While agency ¢osis ¢over a common set of activities for cach of the four
implementing agencies, the way in which the fund is charged for these activities varies among agencies.

Review of Cost Compepents

3. This section provides definitions of each 208t component and attempts to clarify coufusion
regarding potential areas of overlap. {Annex 1 summarizes the relationship between and among the
vAriQuS cost components ang project activities.)

10.  Implementing Agency Fee (UNDP, UNEP and UNIDO): Each of the implementing agencies’
are reimbursed by the Fund Yor the administrative costs they inour fo facilitate preparation of prajects,
adininister project funds and monitor implementation of Montreal Protocol Projects, UNDP, UNEP and
UNIDO charge a flat 13 percent of approved project funding as an “administrative support charge,” The
World Bank, on the other hand, charges the Fund for its costs using 3 mixture of fee and direct charges as
discussed below, The 13 percent managoment fee charged by UN agencies is based on general UN
project guidelines and is not specific 16 Montres! Protocol operations. UNDP will often engage a local
UN agency to administer approved project finances and in some cases will use a portion of jts
management fee to cover local povernment services directly related to project finance administration
(UNDP in China and India). In some cases, additional agency funds have been provided for “stant-up
programming costs” in order to sufficiently compensate the sgencies for costs associsted with project
preparation activities (UNIDQ did not benefit from this start-up assistance). As documented in*The
Administrative Costs of the Financial Mechanism® (UNEP/OzL Pro/ExCom/14/12), the UN agencies
have not recoversd all of the administrative costs they have eurred in identifving, preparing and

implementing Montrea! Protoco! projects. For example, UNTDO®s costs have been reported at more than
20 percent of total project cost,

11, Activities typically covered under this heading are as follows:
(a) participation in Fund related meetings;

(b) production of and/or commants on policy and technology papers; general exchanges with the
Secretariat and other implementing agency;



(¢) preparation of annual work programs and progress repoms needed by the Exeautive
Committes;

(d) planning and essisting in project formulation missions and evaluating and rewriting project
documents (project preparation is funded through project preparation funds);

(&) setting up project implementation proceedings and processing on projects internally;
{f) overall monitoring of project implementation;
(g) recruitment of experts and consultants;

(b) administration of funds imcluding preparation and finalization of legal documents,
disbursement of funds, recording keeping and audits as well as supervision of enterprise
achivitics; and

(i) contracting and procursment.

12 Direct Agency Costs {Warld Bank): The World Bank is reimbursed for its direct administrative
costs but charges a fee for project administration activities which are contracted 1o & local financial
intermediary. That is, the Bank charges the Fund for steff time and expenses direcily related to support of
projects but not cost of management review time. These administrative costs include the cost of activities
‘a’ through ‘g’ above while the responsibility for administration of funds is typically divided between the
Bank’s disbursemem office, which deals with one government or financial intermediaries, and a local
financial intermediary that in turn deals with each of the enterprises for which project funds have been
approved.

13, Financial Intermediary Fee (World Bank): Unlike the UN agencies which implement projects
using their own or local UN staff and consultants, World Bank projects are implemented by the client
country governments. Project administration activities that are handled at the local level are covered by 2
fee which has been up to 3 peroent of project oosts for World Bank projects.  Prior to World Bank and
recipient government signing of a grant agreement, which covers a group of approved projects {or in the
case of umbrells agreements, approved as well as anticipated approvals), both parties agree on
implementation arrangements for how funds will be passed first to the government and then on to
beneficiary enterprises. These arrangements usvally involve both the government as well as a financial
intermediary (FI). The Bank and government typically select an existing FI which has experience with
the Bank’s regular loan operations and is therefore familiar with the World Bank’s procurement,
disbursement, supervision and reporting procedures. Given this sxperience, the Fls provide a significant
advantage over newly created government Ozone Units. Moreover, the FI is able to cndertake some of
the Bank's administrative tasks at a significantly lower cost than the Bank., Whenever possible and
dsemed appropriate, Fla are selected on the basis of their ability 1o provide needed services. In cases
where such institutions are oot available, the Bank must either execute these tasks directly or establish
this capacity within the Jocal Ozone Unit or a Project Jmplementation Unit, as the case may be.

14, Fl responsibilities are negotiated up-front and are usually limited to those activities described in
‘h’ above (administration of funds including project appraisal, preparetion and finslization of legal
documents, disbursement of funds, recording keeping and audits as well as supervision of enterprise
activitieg) while the Fis oversee procurement, contracting for World Bank projects is carried out by the
enterprises themselves, While n 3 percent FI fee has been typical, it is possible, that, if MP portfolios
changes and there are an increasing number of smalil projects, the 3 percent fee will no longer cover the
costs of the F1. In this case, a higher FI fee would be required.



15. In a racent case, the Seerstariar detarrained that a request from the Bank for funding for a
Technical Audit of the indonesia ODS | projects should be covered by the funds alrsady approved by the
Executive Committes under the Financial Infermediary fee. The 3 percent fee, however, is agreed to
cover specific subproject activities not including technical audits at project corapletion. The FI in
Indonesia was contracted 1o engage in the supervision of the financial procedures, inchuding procurement
and disbursement, and financial reporting, and is not, fn fast, the appropriate institution for conduating
technical audits. Such audits would be conducted by independent tachaical experts and funded separately
fom the Fl fee.

16.  Technical audits will be required as standard practice in some cases, especially where there are
safaty conearns. The EC may, in fact, want to consider requiring technical audits for such projects as a
way of ensuring technical safety. Techunicel audits are not required on an annual basis, rather, they are
conducted at project completion, The average cost for a technical andit of one project using local
consultants is estimated to be approximately US$1.000 to US$2,000. The request for technical audits for
the Indonesia ODS [ subprojects s US$30,000 to audit USS17 million worth of projects. Although it is
not presently envisaged to expand technical audits to all investment projects, the financial impact of such
an vndertaking would amount to an inerease of about 0.2 percent of {total project cost, based on the
Bank’s portfolio which has an average project cost of about USS1 million. Costs to technical audits are
part of agency costs, but are not costs covered in the FT fee.

17, Trainiog of Financial Intermediaries and Ozone Units: Training of financial {ntarmediaries
and Ozone Units have besn undertaken to support activities covered by Agency Costs to allow for fuller
participation of local institutions in the implementation of ODS phassout projects. Such training
expenses fall within the Agency Cost category, and, while the UN agencies draw on resources alflocated
under their 13 percent management fee to cover training activities, the World Bank has requested training
expenses as separate ¢osts under work program amendments.

18. Financial Intermediaries are selected on the basis of their basic ability to provide the agreed
services, however, the unusval financing criteria for MP activities require Fl staff to become conversant
in emerging MP eligibility eriteria, incloding incremental costs, foreign ownership and export market
congiderations, and retroactive financing aliowances. To carry out MP projects, Fls must also develop
new procedures for the administration of grants as opposed to loans . With a minimum of training in the
specifies of MP operations, Fls can deliver more cost effective project implementstion. While start-up
training costs could have been built into the fee charged by Fls for their services, these are seen as ong-
time costs and have therefore been freated separately.

19. In cases where Institutional Streagthening projects have besn successful in establishing an
“Ozone Unit” focal poiat for ODS activities within a particular country, implementing agencies bave, in
some cases, determined that involvement of sych units in financial administration of ODS phasecut
projects may provide important continuity inn project oversight and may also enhance local ownership and
support for ODS phaseout initiatives. In addition, local agencies are able 1o provide closer supervision of
on-going activities and are able to provide project administration services at a much Iower cost than
impleinenting agencies, Training of Qzone Units is an essential component of enabling institutions
created under institutional strengthening projects to undertake project administration functions. Although
this training will only be required in a few cases, it will undoubtedly be a useful activity on a case by case
basis. In Fact, the regional networks organized by UNEP are, to a Jarge extent, dedicated to training of
Ozone Units through the exchange of technical and policy information.

20. By way of example, approval of a recent request for technical assistance to the National
Environment Protection Agency (NEPA) in China and the Chine Tnvestment Bank (the FI) was doferred
due to the misconception that funding the activity would constitute double financing as CTB is recciving &
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FlL fee and NEPA has received institutional strengthening. As elaborated beiow, institutional
strengthening does not provide for training representatives of the Ozone Units, in this case, NEPA, in
particular agpects of administeating project finances. Given that the main objective of institutional
strengthening funds is to strengthen an institution to “facilitate™ implemnentation of QDS phaseout
projects, further training to expand the functions of Ozone Units leverages is in investments. Having
received its institutional strengthening grants, China would like to vtilize NEPA’s increased capacity to
improve project implementation throngh its work as a partner with CIB in its role as financial
intarmediary,

21, While CIB is receiving a fee (in this case the fee is 2 percent) and iy essentially capable of
conducting the reaponsibilities of & Fl, given the complexities and uniqueness of MP operations, it is in
need to training in the specifics of MP project preparation and implementation. In order to make the hest
use of both NEPA and CYB, a minimum of training is necessary in order to tuly facilitate project
implementation and QDS phaseout.

22. Projeet Costs: Mast project costs are those costs directly related to carrying out approved ODS
phaseout investment projects and usually include costs of equipment, techuology, installation and trail
runs. [ssues of concern under project costs are limited to the contingengy that is included on top of cost
gstimates in investinent pw_; ect gmposals, and wiether of not there {5 some overlap between expenditures
financed under Institutional Strenethening proiects and the agency costs ag described above,

23, Contingency: Contingenoy allowances are an integral part of the expected total costs incurred
by the enterprises during project implementation. Contingency allowances make realistic provisions for
uncertainties that may cause deparwre during project implementation from the base ¢ost assumptions
established at the time of project appraisal. Physical contingency allowances provide for additions to the
base costs that may arse from changes in quantities of project inputs or i the methods of project
implementation. Price contingency allowances reflect anticipated overall and relative increases in unit
prices of such inputs and foreign currency fluctuations. Contingency allowances are not designed to fund
activities that are in addition to the approved project activities, All of the implementing ageacies include
a contingency within the total costs of the projects that are submitted to the EC for approval.

24. In the case of UNDP, a contingency of 10 percent is edded 1o the capital costs of the projects as
contingencies to cover unavoidable variations of costs due to price increases, currency fluctuations,
unexpected difficulties in implementation such a5 requirements for additional safety measures.
25, In the case of UNIDO, contingency funds are reguired in order to;

s Compensate for incrcase in cost of equipment and related services;

«  Provide for unforeseen short-term congultancy serviees;

+ Reimborse cost of additional training of technical personnel;

» Reimburse cost of testing by specialized institutions;

»  Purchase additional minor items of materials and spare parts necessary during the conversion
period,

26. The World Bank’s standard practice is to included a 15 percent contingency within its total
subproject costs for MP operations. Based on the Bank’s general lending experience, a 10 percent
physical contingency sllowance is included in subproject costs for general civil works projects with
predictable uncertainties. Given the relative lack of experience in procuremment and implementation for
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Montreal Protocol projects, & 10 percent physical confingency is sensihle. A 3 percent price contingsncy,
based on projected inflation rates for domestic and foreign costs and foreign sxchange fluctuations over
the life of the project, is also included within subproject costs. In light of international ourrency
fluctuations and the short time frame for MP subproject implemseatation, a 3 percent price contingency
allowance is also reasonable. Given that experieace 1o date has shown that enterprises are using most or
all of the contingency aliowance to successfully complete project implementation, the Bank feels that a
sontingency of 13 percent is reasonable and nccessary to ensure full subproject implementation, A 13
percent contingency allowance 1s, in fact, standard for most engineering firms for international projects.

27, At this point it would bhs useful to recall some of the points made in documeni
UNEP/QzL. Pro/ExCom/12/32 (The Use of Contingency Costs in Project Proposals) and the Executive
Commitee’s decisions on contingency.

28. Paragraph 6 of the paper states that “...engineering firms operating domestically generally prefer
to provide cost estimates a1 u level of accuracy that approaches no greater than 10 percent of project costs
without contingency. This means that contingency cost should not excesd 10 percent. However for fioms
operating infernationally, obtaining cost levels accurate to within 15 percent for projects with
international involvement is not unusual. For international work, physical contingency and currency
contingencies are often weluded in the contmgency cost estimate.”

29, In addition, the Executive Committee adopted the following decisions:

{2) “Implementing agencies should not apply physical contingency charges against known
costs for project components...”

(b) Implementing agencies should minimize contingency costs as experience is gained with
standard equipment, technology and other project costs and in-field implementation
procurement,”

30, There is, to date, but limited experience on completed investment projects and final project
implementation costs have yet 10 be compiled by the implementing agencies. UNIDO reports that very
recent experience gained from the start-up of project implementation approved at the 13th BC Meeting
indicated that the 10 peroent contingency will not even cover the negative difference between the funds
allocated to the project and the bids received by international companies. UNIDO is presently
investigating approaches to dealing with this reat shortfall of funds and that a contingency along the lines
of that requested by the Bank may be more appropriate.

3L UNDP has reported that it has completed a number of foam-ssctor projects and that it could be in
a position to provide more detailed information on the use of the contingency for the 17th EC Meeting.

32. In conclusion, it would seem that a contingency of 10-15 percent remains a valid reference for
projects funded by the Multilateral Fund, There is but limited experience to date from the field which
would allow the Implementing Agencies to consider lowering the contingency. With the exception of
project which have retroactive financing components at ths time of EC funding approval, “known costs”

are only truly known after the procurement has been completed and because of the wide geographical
distribution of activities, cannot be inferred from past procurement experiences of similar equipment.

33, Finally, »s refleeted in the lepal documents that govern implementation of MP projects, funds
approved for projects and contingency funds are distinct from the agency costs that are approved to
administer those fundy, Contingency funds approved as part of projests may not be used by either the UN
agencies , the World Bank, or the Bank’s project Fls to cover administration costs. Project accounts and
agency administration aceounts are kept separate in gll cases,



34. Institationnl Strengthening:  As outlined at the 7th EC meeting in June 1992
(UNEP/CuzL. Pro/ExCom/7/20), the EC agreed to provide support for an eligible country to“strengthen a
mechanism within the country to facilitate expeditious implementation of projects for spesdy and
effective phassout of the controlled substances in the country, as well as ensuring effective liaison
between the country on the one hand, and the Execotive Committes, the Fund Secretariat, and the
Implementing Agencies on the other.” Indicativée levels of funding heve been crested based on a
country’s level of consumption of ODS.  Tnstitutional strengthening support is limited to capital
expenditures (2.g., supply of office squipment), racurrent expenditures (e.g., compensation for dedicated
staff), and operational costs {e.g., telecommunication charges, office supplies, etc.).

35.  Qzone Units, which are recipients of the Institutional Strengthening assistance, are responsible, in
most countries, for larger program, policy and other coordination issues such as menitoring
implementation of the Country Program rather than direct oversight of project implememtation. The
Ozone Units are typically responsible for development of policies and regulations, monitoring oversll
phaseout within & counwry, raising public awareness, and serving as a foeal point within the government
for information on ODS activity. They are, in most cases, newly established institutions within the
government which have very litde QDS project experience and typically lack cxperience with
implementing agencies. While Qzose Units do not directly prepare projects, they play & rcle in
coordinating the activities of the agencies and establigshing priorities for the selection of new investment
projects by identifying CDS consuming and producing enterprises and working with those enterprise to
agree on sector phaseout schedules and strategies.

14, There is therefore no overlap between the Ozone Units (financed through institutional
strengihening projects) and activities covered by Agency Costs, i particular the activities of financial
intermediaries. There are nevertheless some cases where Ozone Lnits, in addition to IS activities, have
been assigned with respongibilities that are ¢overed by agency costs as described above. In these cascs,
the Implementing Ageacies and pgovernmems have agreed that the most sppropriate project
implementation mechanisms would require the locat Ozone Unit to provide financial administration
services, activities not provided for under IS projects’ . UNDP reports that such arrangements are in place
in China and India. The Bank reports that it hag developed such an arrangement in China where part of
the work typically allocated to the Financial intermediary Js being carried out by the loga) Ozone Unit. In
these cases the project administration fees allocated to the agencics have been divided among
participating organizations according to their respective responsibilities.

3. Each one of the components under study is targeted at achieving a very specific goal or is
intended for a specific purpose, Annex 1 outlines the nature of the activities which are undertaken within
each of the two cost categories and further delineates how respective agencies charge the Fuad for thege
activities. As outlined, there are arcas where activities are {or could be) common among the various
components. For example, while the UN agencies charge a flat 13 percent to cover their Agency Costs,
the Bank charges some of its Agency Cosis directly 1o the Fund as a part of its administrative work
program, while it requests a fee to cover activities that are under taken by financial intermediaries, and
additional costs (lechnical audits and Fl training) have been requested as separate work program
amendments. The result has been confusion over possible double counting, In addition, the limitations
on activitics that can be accomplished under institutional strengthening projects, except for very small
ODS consuming countries have been poorly understood, Finally, the advantages of training institutions
that have been crested with suppert from the Fund to provide services that would otherwise b done by

' in cases where toral amount of projects sdminksiered by te World Bank for a paniculny sountry ameount Lo undee US32,5 million. local support
far projest implementation is covered by IS projests (lordan, Tunisis),



implementing agencies at a higher cost may warmant additional consideration. Obgervations of
significance are:

Contingency costs are not related to any of the administrative cosis incwrred by the
implementing agencies. Contingency costs are part of the Project Costs. Contingencics ars
typically based on inflation indices and, for physical contingencies, and will be higher for
activities where there is liftle track record of completed costs.

Institutional Strengthening is usually independent of the other components, althongh, as was
presented in a previous sectian, certain implementation mechanisms do rely on the Ozone
Units that have been established with institutional strengthening resources to support project
Implementation, particularly where these units are well staffed or no financial intermediary
has been identified.

The costs for Implementing Agency Fee, Financial Intermediary Fee, Bank Administration
and FI and Ozone Unit Training are intended to cover the same program management and
implementation costs.

s Training or technical assistance to Ozone Units and Pinancial Imermediaries to perform
particular functions related to financial administration of projects are not funded under either
Institutional Strengthening or the FI fee,

Becommendations

Costs for training of Fis and Ozone Units to undertake Agency Cost activitiez should be
considered on a case-by-case basis,

Because there is insufficient information on actual project expenditures, contingency
guidelines should not be altzred at this time.

Technical audit fees should be considered be considered as part of Agency Costs on a case-
by-case basis,



Annex ]

Summary of Cost Components

CosT
CATEGORY

CosT
COMPONENT

RECIPIENT OF
APPROVED FUNDS

ACTIVITIES COVERED

Agency Costs

Implementing
Agency Fee

UNDP, UNEP and UNIDO
{and in some casss logal
Ozone Units)

participation in Furd related mestings:

production of and/or comments on policy and
wchinalogy papers; general exchanges wih the
Secretariat and other implementing agency;
preparation of annual work progrems and progresz
reports needed by the Exeoutive Committes;
planning and asssisting i project formulstion
missions and evalusting and rewriting groject
decuments {projest preparmtion is funded through
project preparation funds);

setting wp project implementation procecdings and
processing on projects internally;

overall monitoring of project impilementation;
recruitiuent of experts and consultants;
administration of funds including preparation and
finalization of lsgal documents, distawsement of
funds, rscording keepiog and audits as well as
supervision of enterprise activities; and

contracting and procurement.

Dirsct Costs

The World Bank

L ¥

participation i Fund related meetings;

production of zndfor comments on policy and
technology papers; geteral exchanges with the
Secretariat and other implementing agency;
praparavion of annual work programs and progress
reports needed by the Executive Committee;
planning and assisting in project formulation
missicns and evalvating atd rewriting project
documents (ptoject preparation is funded threugh
project preparation funds),

setting up project implementation procesdings and
processing on projscts intemally;

overall monitoring of project implementation;
recrultmant of experts and consultants;
sdministration of funds to government or financial
sgent, disbursement tracking and yeporting

Financial
Intermediary Fes

Financial Intermediary
through the World Bank

adpunistation of fonds to entérprises including
project appraisal, preparation and finalization of
loesl doeaments, disbursement of funds, recording
keeping and audits as well as supervision of
enterprise activities

"'r'raining of:

{a) F1
{b) Ozone Unit

Implementing Agencics,
who then use it for
approved training aciivities

Traming for P inchudes raining It MP eligibility
criteriz, caloulation of incremental costs, famitarizadon
with ODS indusiries and technologies, eto.

Trabning for Qzone Units ineludes training in
disbursement und procurement procedures and other

| relsvant finoncial administration funetions




Cost COsT RECIPFIENT OF ACTIVITIES COVERED
CATEGORY | COMPONENT APPROVED FURDS
Project Contmgency Enterprizes through an Uncertaintics i project costs that may cause a departure
Costs (typicalty (0-15 implementing agency from the base cost assumptions during implementation.
percent of project Physical contingencies provide for uncertainties in
costs) guantities of project input or in the mathods of project
implernentation. Price convingencles reflect apticipated
overall and relativs increages in unit prices of such
inputs and foreipn currency fluctuations.
lastitutional Ozone Units in olissr As defined m UNEP/OzL. Pro/BxCom/7/20, 15 funds
Srreagrhening countrigs through sn suppart a local institution to fasilitate expeditions CD3

implementing agency

phascout, Funding is limited 1o capital expenditures
{office equipment), recurrent expenditures (staff
salaries), and operational costs (communications, office
supplies)




