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COMMON SERVICES GUIDANCE NOTE

FINANCIAL FEASIBILITY PLANNING OF COMMON SERVICES

PLANNING, ACHIEVING AND REPORTING ON FINANCIAL RESULTS

The purpose of this document is to provide guidance and practical examples for the financial planning process and the regular financial assessment of CS.

BACKGROUND:

The Process Approach Model is the set of tools developed by UNDG for the identification, implementation, management and oversight of UN Common Services.
An integral and important part of the CS planning methodology contained in the Process Approach Model is the preparation of a Financial Feasibility Plan consisting of assessing and planning for:
· Human resources

·  Physical assets

·  Operational/recurrent costs

·  Estimations of cost saving

·  Costs apportionment

·  Annual budgets

·  Resource mobilization

·  Disbursement mechanisms

Associated with the financial planning is the regular implementation and management reporting on ongoing CS, particularly the reporting on actual financial parameters and the comparison and reconciliation with the planning figures contained in the Financial Feasibility Plan and its budgets.

The above aspects are crucial for the UNCTs and the OMTs when establishing and managing CS for results. They have also become important at corporate level, with the introduction of the CS Management System, which facilitates reporting on financial results from Common Services.

Experience has demonstrated that while country planning for CS in most cases includes the preparation of operating budgets, the preparation of cost/benefit analysis and the planning for agency specific cost savings resulting from the implementation of a given CS is frequently lacking or incomplete. The regular assessments of ongoing, implemented CS suffer from similar shortcomings.

GUIDANCE:
Service Budgets:

When preparing budgets for Common Services, it is recommended to separate the budgets into different phases, primarily (1) the start-up phase including possible initial investments and (2) the regular ongoing functioning of the service. This distinction is intended to enable the assessment of the longer term financial feasibility of the service.
In the Common Service budget and reporting context, it has been determined useful to distinguish between three different cost categories: (1) investment in assets, (2) personnel cost and (3) other operating cost. These cost categories are maintained in the CS Management System.

The initial budgets for a CS should generally cover the first three years of the operation of the service. Every year, based on a year-end review of the Service, a more detailed and accurate budget should be prepared for the following year, when relevant as a revision/sharpening of the initial budget, service assessments and revisions considered.

When preparing the budget for a CS, it is important to include ALL cost associated with the start-up and implementation of the service. This includes the cost of any agency staff member(s) whose time is to be partially or fully dedicated to the implementation/provision of the CS. Remember, the regular cost recovery regime does not apply to Common Services and the CS budget is the only re-imbursement source available to an agency providing CS support services. The same goes for agency provision of assets to a CS (e.g. PCs, office space, vehicles, etc.). If not new assets are provided, the budget value of the assets should be depreciated in accordance with established procedures. ICT equipment is generally fully depreciated over three years, vehicles over five years and other equipment over fifteen years.
When apportioning budgeted/actual cost between agencies based on the all-inclusive principle, the service providing agency is not financially penalized for providing the service and the participating agencies can enjoy the influence associated with paying the cost of the received service value.

Agreed apportioned cost must be paid by participating agencies to the managing agency in advance in accordance with the agreed budget. To the extent an agency makes staff, equipment and facilities available to a CS, the pre-determined value of these cost categories is considered payment towards the service.
The extent to which the managing agency may authorize unplanned/non-budgeted expenditure without prior consulting with the participating agencies must be planned and agreed by all participating agencies in advance.

The managing agency must undertake to provide regular financial expenditure reports to the participating agencies in accordance with a schedule agreed in advance by all participating agencies.

Cost reductions:

Among the intended outcomes of using Common Services is the agency realization of cost reductions resulting from a common service more effective and efficient than the similar service implemented on agency specific basis. Consequently, while budgets for start-up and implementation of CS are jointly established by the participating agencies, cost reductions are agency specific and must be planned and realized by the individual participating agencies in accordance with jointly agreed parameters.
In relation to CS, two types of cost reductions are agreed to form the basis for achieving financial results from the usage of Common Services: 

Savings
Understood as directly reduced agency operating cost as a result of jointly performing/enjoying a Common Service in replacement of activities previously performed as an agency specific activity by the agency. 

Savings are the money an agency no longer pays for an agency specific activity, because it is now paying for a CS instead.

Savings are achieved by an agency when a CS is established to jointly carry out activities which hitherto have been carried out by the individual participating agencies as agency specific activities.
Avoided cost
Understood as what it would have cost an agency to carry out on an individual basis, activities which are established as a Common Service. 

Avoided cost are the money and agency will not have to pay to establish and operate and agency specific activity, because it has joined and is paying for a CS instead.

Avoided cost are achieved by an agency when the CS or aspects thereof cover activities never carried out by the agency prior to the establishment of the CS, wherefore direct savings cannot be achieved. 

For a given CS, it is possible that some participating agencies realize savings and other agencies achieve avoided cost. It is also possible that one agency both realizes savings and achieve avoided cost for a given CS, particularly in cases where the scope of the CS is more comprehensive that the activities previously undertaken as agency specific activities. (This is illustrated in Example 3)
Cost reductions are generally achieved by individual agencies through 

Lower cost of procuring goods or services, both in terms of transaction cost and prices.
Reduced need for agency specific capacity (staff, equipment, facilities), resulting in lower cost/redeployment of capacity/resources to other activity areas.
For cost reductions to be meaningfully planned, monitored and realized, they must be measured against a baseline. For Common Services, the initial baselines against which to measure are the following:

Savings are measured against agency cost the year immediately prior to the year when the CS was established/comprehensively revised. (Illustrated in Example 1)
Avoided costs are measured against what it would have cost the agency to implement the activities as agency specific activities in the same year when the CS was established. (Illustrated in Example 2)
It is, however, not feasible or realistic to keep measuring cost reductions against the same initial baselines. Once a service is well established and has been in operation for an extended period of time, the initial baselines are no longer the most relevant basis for comparison and continuously improved Common Services.

It is best practice to comprehensively reassess the relevance of and need for a Common Service on a regular basis, typically every three years. Such a reassessment will include a revised financial feasibility plan. After a comprehensive CS review has taken place, the baseline against which to measure cost reductions will be the actual agency cost of the CS in the year preceding the comprehensive reassessment. (Illustrated in Example 3)
Financial Cost/Benefit analysis:

The financial cost/benefit analysis is in its simplicity the calculation of the sum of cost reductions less the cost reflected in the CS Service Budget. Because cost reductions are realized on an agency-by-agency basis, the financial cost/benefit analysis is in principle segregated agency by agency, but the total service analysis must also be prepared.

However, the figures on their own do not constitute the complete analysis. The documented activities reflected in the Service Budget and Cost Reductions are integral parts of the Financial Cost Benefit Analysis and must be attached to or spelled out in the analysis. This will enable follow-up, variance analysis and facilitate accountability and sharing of experience between countries.

FINANCIAL FEASIBILITY PLANNING OF COMMON SERVICES

PLANNING, ACHIEVING AND REPORTING ON FINANCIAL RESULTS

ILLUSTRATIVE SCENARIOS AND EXAMPLES
Example 1
Common contracting for mobile telephone service:
Agencies A, B, C and D agree to undertake common contracting for mobile phone services. The main reason for this is that the service provider offers discounted prices for entities with many mobile phones. The more phones the higher discount.

Because all four agencies will benefit from the same discount under the common arrangement and because the four agencies have enjoyed different discount levels prior to the common arrangement, different agencies benefit from the new arrangement at different levels.

The service provider’s price structure is as follows:

Price structure:




Base price
Discount 1
Discount 2
Discount 3




100

5%

8%

12%

The participating agencies qualify for the following discounts before and after the implementation of the Common Service:
Agency prices 

Before CS

Under CS

Agency A

Base price

Discount 3
Agency B

Discount 1

Discount 3

Agency C

Discount 1

Discount 3

Agency D

Discount 2

Discount 3

…., resulting in the following cost reduction as a result of implementing the CS:

Price for expected business volume under the two regimes:



Before CS
Under CS
Cost reduction
Agency A

 20,000
16,000

4,000
(from 0% to 12%)

Agency B

 35,000
32,421

2,579
(from 5% to 12%)
Agency C

 40,000
37,053

2,947
(from 5% to 12%)

Agency D

 60,000
57,391

2,609
(from 8% to 12%)
Total


155,000
142,865
12,135
Depending on how the country chooses to manage the CS, the budgets and savings can be differently expressed:

Should the country choose to manage the CS through a CS Manager charged with monitoring usage, receive and reconcile invoices and undertaking payment, the following Service Result would apply for the common contracting for mobile telephone service:

Service Budget:
142,865
(total invoice value under CS)

Savings:

155,000
(total invoice value before CS)

Avoided cost:

0



Result:


12,135

((Savings plus Avoided Cost) less (Service 





Budget))



It should be noted that if the CS Manager option is chosen, there may well be some savings to be achieved by only using staff in one agency to manage the contract and not staff in all agencies.
Should the country choose to manage the CS price arrangement in the individual agencies and not through a Service Manager:

Service Budget:
0

Savings:

12,135

(The sum of individual Agency Savings)
Avoided Cost:

0

Result:


12,135

((Savings plus Avoided Cost) less (Service 






Budget))

Comments:
Similar calculation principles and methods can be applied in most cases, where a common/joint procurement process is introduced to replace individual agency procurement processes for goods and services, resulting in lower prices.

It is important to notice that the calculation of savings by reverse application of a price discount/reduction percentage can only be used when the reduction/savings percentage is well defined and directly verifiable. If, for instance, it is applied to travel cost, a verifiable method must be developed with the travel agent on how to demonstrate savings (this could be through preferred arrangements or through price analysis on frequent routings.)

If the total CS business volume is included in the Service Budget (and later under actual numbers at the end of the year), it is essential that each Agency include the “before CS” price of the same service volume as Agency Savings. The rationale is that if the Agency procures the service volume through the CS arrangement, it saves procuring the full volume through its own structure at “before CS” prices.
If only the price reductions are recorded as Agency Savings, the total business volume should not be included in the CS Budget.

All data and numbers must be verifiable.

Example 2

Joint Learning Activities:
Agency A decides to undertake language training for its staff and after a thorough assessment of the local market, it determines that there are no suitable training facilities/programmes readily and publicly available. Consequently, in cooperation with a local institution, it establishes a tailor made training programme for its staff.
The total annual price for the tailor made, agency specific training programme is 50,000.

A year later, when the programme has proven itself, it is agreed that Agency B and Agency C will join the programme.
The price of the expanded programme is higher than what Agency A paid the first year, primarily because of the higher volume/number of learners.

The total annual price for the expanded, multi-agency training programme is 75,000.

Based on the total number of learners from each agency, the Service Budget is apportioned as follows:

Agency A:

30,000

Agency B:

25,000

Agency C:

20,000

Total:


75,000

Only Agency A has previously undertaken language training, consequently, only Agency A will realize savings.

It is determined that should Agency B and Agency C have decided to establish similar training agency specific programmes, it would have cost them as much as it cost for Agency A to establish and operate the programme the first year (i.e. 50,000)
The Service Result for the Joint Learning Activity will be:



Agency A
Agency B
Agency C
Total

Service Budget:
30,000

25,000

20,000

75,000

Savings:

50,000

0

0

50,000

Avoided cost:

0

50,000

50,000

100,000

Result:

20,000

25,000

30,000

75,000
Comments:
Similar calculation principles and methods can be applied in most cases, where an agency has establishes a unique service on agency specific basis and the service is later joined by other agencies, thus transforming the agency specific service into a CS. 
Again, because Agency A shifts the entire activity into the CS from the agency specific activities, including into the Service Budget, the Savings on the agency specific budget is the total cost of the old agency specific cost.
Typical activities in this category could be transformation of an agency sub-office into a common office, transforming an agency specific transport chain into a CS transport chain, transforming agency specific ICT support into CS ICT support. (It is possible that several but not all participants in the CS had separate agency specific arrangements before the CS. This does not change the process or principles, but results in that more than one agency realize savings.)
Example 3

Review and re-bidding of Security Services:

Agency A, Agency B, Agency C and Agency D procure security services from Provider 1 under a CS. 
The prices paid are as follows:

Agency A:

100,000
(41%)
Agency B:

80,000

(33%)
Agency C:

40,000

(16%)
Agency D:

25,000

(10%)
Total:


245,000

The service has been procured for 3 years and following a comprehensive review of the service, the participating agencies have determined that the service requirements are no longer sufficient to meet the user needs. Consequently, the Service Requirements are revised to a higher service grade/level.
The participating agencies undertake a joint competitive selection process, complete with joint shortlisting of suitable companies, RFP and bid/proposal evaluation.

The received bids evaluated to meet the service requirements are:


Agency A
Agency B
Agency C
Agency D
Total

Provider 1
137,000
111,000
54,000

33,000

335,000
Provider 2
115,000
92,000

45,000

28,000

280,000

Provider 3
160,000
129,000
62,000

39,000

390,000

Based on the evaluation, it is decided to contract with Provider 2, competitively evaluated as the lowest compliant bidder. 
Because the new contract with Provider 2 is based on revised and higher specifications than the old contract with Provider 1, we need to consider this higher service level, when calculating the Service Result.
The increase in Service Requirements represents services not previously purchased by the participating agencies. Consequently, Avoided Costs are realized.

The Avoided Costs are what it would have cost us to purchase the increased Service Requirements from Provider 1 instead of from Provider 2 (the difference between their bids).
Therefore, the Service Budget will be the price to be paid to Provider 2 under the new contract, the Savings will be the (old) price no longer paid to Provider 1 and Avoided Cost is the price for the added value not to be paid to Provider 1 because we have purchased the added value from Provider 2 at a lower cost.  

The Service Result will be:



Agency A
Agency B
Agency C
Agency D
Total

Service 

Budget

115,000
92,000

45,000

28,000

280,000

Savings:
100,000
80,000

40,000

25,000

245,000

Avoided

Cost:

22,000

19,000

9,000

5,000

55,000

Result

7,000

7,000

4,000

2,000

20,000
Comments:
Similar calculation principles and methods can be applied in most cases, where an existing CS has been reviewed and it is decided to validate/revise the Service Requirements and implementation arrangements. It is particularly suitable for outsourced CS.

If the Service Requirements had not been revised, there would not have been Avoided Cost.

It should be noticed that by using the “old” price as Savings, the baseline for determining the Service Result was automatically shifted to be the price paid in the year immediately prior to the new contract arrangement (adjusted for the modified Service Requirements).
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