
Draft study of the 
Impact of Financial Recommendations of the Working Group on Reform
on the Financial Management System of the ITU

1.
The ITU Council Working Group on Reform made some 40 Recommendations, which were considered by Council at its 2001 session (C01/25). Four of them touch upon the ITU’s Financial Management System. By Resolution 1181, Council made decisions on these (see Table 1), recommending that for R14 (now Council Recommendation 5), a study be carried out and reported to Council in 2002. This document discusses the impact that these Recommendations are likely to have on the ITU’s current financial management system, focusing on R14. Annex 1 to this document provides responses to a list of Frequently Asked Questions concerning how the current system functions.

Recommendation of the Working Group on Reform

R11.
BDT Support Cost Expenditure

2.
WGR R11 addresses two main problems:

· How to ensure that revenues generated by BDT for implementing funds in trust projects are used only for development projects? This problem arises because support cost income that cannot be used at the end of a biennium may revert to the Reserve Account.

· How to ensure that the there is sufficient flexibility in the financial management system to cope with unforeseen demand for funds in trust projects? This problem arises because, even without unforeseen income from these projects, ITU expenditure is already close to the limits of expenditure agreed by the PP.

3.
The second of these is easier to handle. By treating cost recovery income as outside the limits to expenditure, the problem is solved. This is also consistent with R12 option 2, on the limits to expenditure. The first problem is more difficult and has several dimensions to it (see Box 1). Although in principle it seems only fair that money “earned” by one Sector should be retained by that Sector, in practice, the method for calculating support cost income (typically, a percentage of the total project costs) tends to underestimate the true underlying costs. If this Recommendation is implemented, then the cost methodology that is applied may need to be revised and a mechanism devised for carrying support costs forward. Earmarking funds for future use may undermine the principle of the “universal nature” of the budget of the Union, as expressed in Art. 2 of the Financial Regulations. If this privilege were to be granted to the BDT, then arguably it should also be extended to the other Bureaux. In the longer term, this would reduce flexibility.
	Box 1: Hypothetical example of support cost expenditure

Suppose a country funds a US$100m project, from which support cost income due to the ITU, say at 6 per cent, is US$6m. This exceeds the anticipated budget item for this activity, which is only US$2m for the biennium: thus, creating an income surplus.

· Can the project be accepted given that it exceeds the limits to expenditure? Yes, if cost recovery income and expenditure is considered outside the limits to expenditure.

Suppose, the project runs for several years and only US$4m is earned and expended in the original biennium: 

· Can the project be carried over if not completed within a biennium? Yes. 

Suppose the remaining US$2m in support costs is earned by the BDT before the closing of the biennium accounts:

· Does the support cost “surplus” represent income to the BDT that could be spent for other purposes during the following biennium? No, because the ITU’s real costs may exceed 6 per cent and may be distributed among General Secretariat departments as well as the BDT. Thus it is not a real “surplus”. 


R12.
Limits on expenditure 

4.
WGR Recommendation 12 proposes two options for overcoming the problems caused by the current regulations concerning the limits to expenditure, under the four-year financial plan. The problems are explained in some detail in document C01/04. While there are undoubtedly advantages in abolishing the limits, in terms of greater flexibility, there are also risks in replacing them with limits on the size of the contributory unit. It is for the PP to decide which option it prefers to retain.

R13.
Sector Members Contributions

5.
This Recommendation, which states that Sector Member contributions should go directly to the activities of their Sector, did not achieve any consensus in Council (around ten Counsellors objected) and was sent directly to the PP for consideration. The JIU Inspectors also considered it a non-issue. In practice, income from Sector Members accounts for less than 14 per cent of total ITU income and, as a share of the fully allocated costs of the Sectors, represents 11 per cent for ITU-R, 29 per cent for ITU-T and 4 per cent for ITU-D (see C00/46 Ann1). Even if other forms of Sector-specific income (e.g. from sales of publications or cost recovery) are taken into account, the Member States still end up supporting the majority of Sector expenditures. 

6.
Because Sector Member’s contributions represent only a small proportion of overall Sector costs, it may be imagined that implementing this Recommendation would make little practical difference. However, it would make big difference in the psychology of how the Union’s financial management system works, in particular the principle of the “universal nature” of the budget. Both the WGR and the GEC noted that any move towards earmarking Sector Member contributions is likely to be met by a similar demand for earmarking Member States contributions. This could lead to a significant shortfall in funding for those activities that currently depend on Member State contributions (e.g. Development activities, PP, Council).

R14.
Feasibility of budgets managed by Sectors

Financial decentralization to date

7.
The decentralization of financial management towards the Sectors was one of the central recommendations of the Booz Allen Hamilton (BAH) report in the early 1990s. This was approved in principle at the Additional PP in Geneva, 1992. 

8.
The BAH study identified five “gaps” in the financial system of the time that required attention and put forward four policy changes to address this, emphasizing budget decentralization (see Table 2). The policy changes have all been implemented, via the ITU Financial Management System introduced in the early 1990s (see for instance, document C93/16). Other measures towards financial decentralization have also been implemented. This has led to a number of improvements. However, because of the way the budget is presented, the full extent to which decentralization has been implemented is not readily apparent.

9.
In the current budget structure, once Council has defined an envelope for expenditure by a Sector, there is a high degree of flexibility concerning the reallocation of those funds between the activities of that Sector, excepting for transfers between categories 3 to 10 (non-staff costs) and categories 1 and 2 (staff costs). Only in the event of a Sector failing to use its full resource allocation does credit transfer back to the central “pot”, where it may be used for transfers between Sectors (up to a limit of 3 per cent of the expenditures under Sections 1 to 9 of the recipient Sector), or for transfer to the Reserve Account.

10.
In practice, the process for transfers between categories or between activities within a Sector was rarely formalized and only became apparent when end of biennium accounts were reported. This often resulted in a mismatch between the priorities agreed by Council (when approving a biennium budget for a Sector) and the actual allocation of resources (as reported to Council, several years later). Consequently, there was a tendency to treat credit limits for specific activities or categories within a Sector as “soft” and only overall Sector totals as “hard”, respecting only the latter. Managers may not even have been aware when limits within a particular category had been exceeded. Recently, greater control over such transfers within Sectors has been implemented to ensure that the goals highlighted in Table 2 (e.g. accountability, transparency) are not compromised.

11.
Should decentralization proceed further, as considered in CR5? One possibility would be to move certain items that currently fall under the budget of the General Secretariat to the Sectors. Some changes would be cosmetic in nature (e.g. decentralizing funds set aside for paying pensions) but more substantive changes could give the Sectors greater responsibility for resource allocation. 

12.
Candidates for further decentralization could include:

· Publication related services (e.g. PhotoComposition)

· Documentation related services (e.g. Arabic / Chinese / Russian languages)

· IT related services (e.g. IT support staff)

· Building and maintenance related services (e.g., cleaning).

	Table 2: “Gaps” identified in the ITU Financial Management System in the Booz Allen Hamilton report, and remedies that were implemented

Gaps identified between Financial System and HLC/User requirements

BAH Recommendations implemented

Other implemented measures for financial decentralization

1. Accountability: Sector managers are not held accountable for costs.

2. Cost-consciousness: Cost-sensitive decision-making is not pursued throughout the system.

3. Prioritization: Little flexibility to reallocate resources once budget is approved.

4. Transparency: Transparent, timely and detailed financial information is not provided.

5. Incentives: Cost-effective performance is not recognised or rewarded.

· Sectors given more responsibility over budget preparation and expenditure decisions (1, 2, 5)

· System of internal invoicing established (4)
· Budgetary cycle converted to two-years (3, 5).

· Publications dept. reorganized, by creating a separate sales/marketing/ distribution group
 (2, 4).

· New activity-based budget structure, broken down by Sectors and GS, implemented (1, 3, 4)

· Operational planning system implemented (1, 2, 3, 4). 

· Three positions created for “Sector Controllers” to monitor and control expenditure. (2, 4)

· Decentralized budget planning process implemented (1, 5)

· Decentralization from the GS budget of variable expenditure items, e.g., IT equipment, telecoms expenses, furniture, and variable costs of documentation (invoicing).
 (2, 4, 5)

· Financial Regulations modified (1 – 5).

Note:
The numbers in columns two and three relate to addressing the “gaps” identified in column 1.
Source:
Adapted from Booz Allen Hamilton report.  Note:
HLC = High-Level Committee.


The potential advantages and risks of further decentralization are summarized below.
	Potential advantages of further decentralization
	Potential risks of further decentralization

	· May increase sense of financial responsibility.

· May mean more autonomy for Bureau Directors to make resource allocation decisions.
	· Decentralization may mean duplication of tasks (e.g. decentralization of the corporate relations function has seen the creation of four new posts, in the Sectors and TELECOM, without a corresponding reduction in centralized costs).

· Decentralization of responsibility may lead to increased maintenance and support costs. Loss of responsibility may demotivate and disempower GS staff, leading to progressive degradation of service.

· Decentralization may reduce scope for efficiency and cost savings due to fragmentation and loss of economies of scale and scope (e.g. cost control for services like electricity or building maintenance may be better treated as a whole).




In some cases, it may be that decentralization has already gone too far. For instance, decentralization of responsibility for purchasing computer peripherals has lead to increased maintenance and support costs and less central control of purchasing. This has also increased delays, thereby inconveniencing users.

Options
13.
Looking beyond financial decentralization, CR5 proposes a study into two aspects of reform of the current financial management system. One part of the study concerns a move to Sector budgets, which would involve decentralizing income as well as expenditure. For instance, all income other than the contributions from Member States (e.g. from Sector Members, Associates, cost recovery, sales of publications) could be directly attributed to a Sector. The potential advantages and risks are summarized below:


	Potential advantages of Sector Budgets
	Potential risks of Sector Budgets

	· Could help Bureau Directors in improving priority setting and creating incentives for cost-consciousness.

· Allocation of income to Sectors may allow Sector Members to earmark their contribution for specific projects (currently only possible through voluntary contributions).
	· If Sector Members are allowed to earmark their contributions, then arguably Member States should have the same privilege.

· This could mean that the activities of some Sectors would be under-funded (e.g. Development), as the major contributors may choose to support those activities of most relevance to themselves.

· Sector budgeting would make the process of defining budgets much less predictable and human resources management more difficult.

· Could lead to a duplication of work and the progressive decline of centralized services, as discussed above.

· The net result could be a loss of global solidarity among the membership and of the inter-Sector community spirit.


14.
Second, CR5 specifically requests a review of the feasibility of greater involvement of the Sector Advisory Groups in the budget planning process, for instance through giving them the responsibility for allocating a limited budget resource. Table 3 presents an analysis of five different options. Some of the options would require a change in the financial regulations, for instance as they relate to the ceiling on expenditure.

Table 1: Current status of the Financial Recommendations of the Working Group on Reform

	Recommendation, as considered by Council ‘01
	Relevant JIU Recommendation
	Decision by 
Council ‘01
	Comments by Group of Experts (GEC)
	Relevant provisions of the Fin. Regs

	11. WGR recommends that the revenues generated by BDT in implementing funds in trust and other similar products should be maintained for development projects.  In order to do so, the support cost expenditure for these projects should be outside the limitation on expenditure of the Union.
	Rec. 9, relating to the increased flexibility for activities conducted under cost recovery
	Forwarded to the GEC. All Counsellors expressed support.
	Considered to be covered under paragraph 1.3 of Decision 5 (Minneapolis, 1998).
	May require modification of Arts. 9, 10, 20 and Annex 2

	12. WGR recommends that, as a means of ensuring a timely response to unanticipated demand for services under cost recovery, while at the same time allowing the membership, through Council, to maintain control over the expenditure and income in the budget, one of the following options should be proposed to the Plenipotentiary Conference:
1)
the ceiling or limit on expenditure should be removed, while maintaining the limit on the value of the contributory unit; or
2)
if a ceiling on expenditure is still considered necessary, activities provided under cost recovery should be considered to be outside such a ceiling
	Rec. 9 on abolishing the limits on expenditure and/or using the reserve account and cost recovery income more flexibly
	Forwarded directly to the PP. Two Counsellors expressed objections.
	Not applicable.
	Would require modification to Art 3. May also require other modifications, e.g. to Art 9, depending upon which option is selected.

	13. WGR recommends that Sector Member contributions should go directly to the activities of their Sector.
	No related recommendation. 
	Forwarded to the GEC. Around ten Counsellors expressed objections
	GEC proposed consideration by the Group on Financial Regulations
	Would require modifications to Arts. 2, 5, 6, 10 and 30

	14 (CR5) Council recommends that the feasibility of replacing ITU's current centralized financial management system with a system of budgets managed by the Sectors should be studied, with a view to identifying advantages and disadvantages. The feasibility analysis should also include the implications of allocating a limited budget resource to the Sector advisory groups.
	Rec. 6 on delegation of authority.

Rec. 10 on greater transparency in the reallocation of GS costs.
	Council recommended that a feasibility study be carried out by the secretariat and reviewed by Council in 2002
	GEC noted close link with R13. 
	Fin. Regs already reflect decentralized budget. Further decentralization, such as use of “Sector Budgets”, could require modification to Arts. 1, 2, 5, 6, 7, 8, 9, 10, 11, 14, 18, 20, 23, 24, 25, 27, 28, 29, 30 and 33.


Table 2: Possible options for involving Sector advisory groups to a greater extent in financial management
	A. Possible option for consideration
	B. Perceived advantages
	C. Perceived disadvantages or risks

	1. Give Sector Advisory Groups the responsibility to review Sector Operational Plans, in advance of the year to which they apply, and to make (or modify) resource reallocation decisions.
	· Could create tighter linkage between operational plan and strategic plan.

· Could give Sector Members a greater say in resource allocation within the Sector budgets.
	· May reduce the linkage between the operational plan and the financial expenditure limits.

· May produce conflict between priorities agreed in Council when establishing the budget.

	2. Give Sector Advisory Groups the responsibility for resource allocation for Study Group activities, both before and during the budgeting process.
	· Could allow Sector Advisory Groups to accelerate the work on high priority tasks

· Could permit greater flexibility by putting financial decisions closer to where work is carried out.
	· A significant proportion of the costs of Study Groups are incurred in the General Secretariat (e.g. translation, interpretation, documentation, meeting rooms). These may be overlooked.

· Most costs are fixed, not variable. May create a false sense of power to change fixed costs.

	3. Let Sector Advisory Groups develop draft priorities and estimated budgets for specific activities, to present to Council for approval.
	· Could create a greater sense of financial responsibility and accountability.

· Could give Sector Members a greater sense of control over how their contributions are used.
	· Lengthy budget discussions may take up too much of the time of the Sector Advisory Groups.

· The management teams of Sector Advisory Groups may not have the same financial knowledge as Councillors.

	4. Create a fund, within the overall ITU budget, at the disposal of Sector Advisory Groups. 
	Could help to improve the status of the Sector Advisory Groups and help them to respond to changing needs more flexibly.
	Creating the fund would require either a cut in existing activities or additional funding, which may be difficult to achieve.

	5. Allow Sector Advisory Groups to advise on use of additional incremental income, for instance from new Sector Members or from unforeseen surplus of revenue earned from publications or from other services subject to cost-recovery.
	Could create incentives for improved performance by ensuring that the additional incremental income benefits the Sector that generates it. It would require that expenditure surpluses be credited to individual Sectors rather than a central pot.
	This would potentially conflict with existing financial limits on expenditure. Given that the budget is already close to these limits, additional income could only be spent by one Sector at the expense of savings elsewhere. One solution for publications would be to revert to a separate annex for the publication budget, as per before PP-98.


Annex 1: Frequently-asked questions concerning the ITU Financial Management System

1.
What are the legal references for the current system?

The Constitution, Convention, and the current ITU Financial Regulations govern the ITU financial system. The Secretary-General is responsible to the Council for all financial aspects of the Union's activities. The Council establishes the budget, including determining priorities and resources allocation. The Secretary-General is responsible for executing Council’s decisions. In the event that not all appropriations are committed within the period of the biennium, Article 10 of the Financial Regulations allows some flexibility for the Secretary-General to make transfers between Sectors, up to a limit of 3 per cent of the total appropriations under Sections 1 to 9 of the recipient Sector.

2.
What are the main sources of income?

The most important source of income for the ITU is contributions from its Members States, which account for some 65.9 per cent of the total for 2002/03. Contributions from Sector Member and Associates account for a further 13.6 per cent. Most of the rest comes from cost recovery, including sales of publications (7.7%), processing of satellite notifications (4.8%), BDT project cost support (2.6%) and other (1.9%). The remaining 3.6 per cent comes from interest, miscellaneous income and withdrawals from the Reserve Account.

3.
How is the amount of the contributory unit calculated?

Unlike other parts of the UN system, the amount that each Member pays is based on a voluntary contribution rather than being assessed. Members may choose the number of contributory units they pay according to a scale, which ranges from 40 to 1/16. The value of the contributory unit for Member States, in 2002/03 stands at CHF 315’000, a reduction of almost 6 per cent compared with 1997. Sector Member contributory units stand at CHF 63’000 or 1/5 of that Member State unit, and Associates at one-thirtieth for ITU-T and ITU-R. For ITU-D, Associates’ units stand at 1/90 of a Member State unit or 1/180 for developing countries.

The value of the contributory unit is a function of how many units are “announced” during any particular four year Financial Plan cycle. An important change to the Constitution (161E) was made at the 1998 Plenipotentiary Conference in Minneapolis. Formerly Member States announced their class of contribution following the conference.  For the 2002 Plenipotentiary Conference, Member States are required to announce their class of contribution before the end of the penultimate week of the conference. 

Calculating the size of the contributory unit proceeds in three stages:

1. First, the PP establishes a four-year financial plan, which thereby sets limits to expenditure (could be done differently if R12 is implemented).

2. Second, income coming from sources other than Member contributions is forecast, for each biennium.

3. The remaining sum is divided by the number of announced contributory units. The resulting figure is approved by Council.

4.
Can the limits to expenditure be exceeded?

Decision 5 of Minneapolis authorizes the Council to exceed limits on expenditure when setting the budgets of the Union for a number of reasons:

1. unanticipated demand for products and services subject to cost recovery;

2. changes in conditions of service in the UN;

3. effects of variations in the rate of exchange between the Swiss franc and US dollar;

4. up to 1% for unforeseen and urgent activities.

5.
How do the Sector Directors contribute to the budget planning process?

Each Sector develops its budget requirements, including estimating to what extent it will draw upon the centralized services of the General Secretariat, in consultation with its Advisory Group, based on its programme of work. These are then submitted to the Finance Department. Based on the financial resources available in the four year Financial Plan, each Sector budget is consolidated, coordinated and finalized. The Council then approves the budget appropriations for the General Secretariat and the three Sectors, by section and category.

6.
How is the budget presented?

The budget is presented as a “financial budget” in which the budget of each department of the Sectors and the GS is specified separately. For the purposes of cost analysis, it can be viewed as a “proposed action programme”, in which the fully allocated costs associated with particular activities (e.g., the products and services of the Union) are separately identified.

In the financial budget, the General Secretariat appears quite large, but the proposed action programme, in which the General Secretariat appears to be quite small, is a more accurate reflection. This is because the majority of centralized services of the General Secretariat (e.g., Conference and Common Services, Information Services, Personnel and Finance) are carried out in support of the activities of the Sectors.

7.
How is the budget implemented?

The ITU budget consolidates the appropriations, made by the Council, for the General Secretariat and the three Sectors. Without such appropriations, nothing can be spent. Implementation of the budget starts with commitment requests. Each department of the General Secretariat and the three Sectors:  (1) makes their own requests for the commitments to expenditure, to consume their budget; (2) controls and monitors their own budget, including their use of the centralized services of the General Secretariat. Thus, there is a high level of financial decentralization. A more formal system of delegation of authority in financial matters is currently being elaborated.

In the event of a Sector failing to use its full resource allocation, credit transfers back to the central “pot”. The Secretary-General, in consultation with the Coordination Committee, has some discretion, afforded by Article 10 of the Financial Regulations, to use this for transfers between Sectors (up to a limit of 3 per cent of the expenditures under categories 1 to 9 of the recipient Sector), or for transfer to the Reserve Account.

The Secretary-General may also make transfers between categories within a Sector, provided that no transfers are made from Categories 3 to 10 (non-staff) to fund expenditure in Categories 1 and 2 (staff costs). At present, Budget Review Committees of Conferences or Assemblies are allowed to make such transfers of appropriations for Categories 1 – 10. Transfers within a Sector between activities are not allowed, except between section 9 (Bureaux) and sections 1 to 8. This may be one area where Sector Advisory Groups could play a role in reviewing priorities, through their role in elaborating the operational plan.

8.
How does the Reserve Account function?

For the regular ITU budgetary accounts, there is a Reserve Account into which the operational results of the biennium (surplus or deficit) are closed. The Reserve Account is used to balance the budget, as well as for other uses determined by Council. 

9.
Do other accounts exist?

There are a number of other funds and accounts that have been created by Council or PP for special purposes, including most recently the ICT Fund. However, the recent trend has been for consolidation, by including in the ITU budget structure a number of items of income and expenditure that were formerly outside of the budget. These amounts were previously held in special accounts, such as the publications account and certain cost recovery accounts. This consolidation is based on the so-called universality of the budget principle and has been undertaken on the advice of the External Auditor, to improve transparency.







































































































































































































� For details, see Service Order 00/3. The value of this appropriation is approximately CHF 8.3m
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