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CONSULTATION QUESTIONS - THE CAPITAL FINANCING CHARGE

Q1   Do you agree with the proposed amendments to the SORP that implement the removal of the capital financing charge ?  If not please give details of your concerns or suggestion for improvement.
01
We do not agree with the proposals to remove the requirement to make charges in the published accounts, to each service and division of service, for notional interest; and to make instead a single charge for total actual interest paid by the authority.  
02
We believe that abandoning resource accounting for local authority services and activities in this way would impede public business, and that local authorities could avoid loss or conflict only by keeping two sets of accounts.

03
We therefore believe that both the SORP and BeVACOP should continue to require notional interest, at a real rate, to be charged for the use of all capital assets.

The value of resource accounting to multi-purpose local authorities

04
The defects in the proposed basis for the published accounts are, firstly, that these accounts could no longer deliver the data needed to deal properly with tender evaluation and trading.   

05
Contractors undoubtedly allow in their tenders, to their own satisfaction, for interest on capital.  Local authorities’ trading accounts for activities carried out in any sort of competition would therefore be misleading if they were to state as being ‘costs’ figures ascertained on some basis more favourable than their competitors have to provide for in their tenders.    

06
For external trading, this would in any case count as giving interest-free loans and therefore as state aid within the meaning of article 87 of the Treaty of Rome.  State aid above a de minimis limit of € 0.1m is unlawful, unless covered by specific exemptions.  Few if any of these exemptions apply to local authority trading activities.  
07
Secondly, we believe that most local authorities will expect interest charges to be included in ‘cost’ for the purposes of 


cost recoveries from debtors such as 

-
grant-paying government departments and other fund-providers
-
principals, under agency agreements 

-
leaseholders     


maximum charges for discretionary services

08
Thirdly, we believe that both local authorities and external agencies will expect costs for the purposes of external cost comparisons to include interest.
Retrieving notional interest costs if they are discarded by the published accounts 

09
It might be thought possible to put cost data right by ascertaining notional interest charges ad hoc, and by then adding back these charges whenever full cost data is needed.  It would however be impracticable to ascertain notional interest charges ad hoc if main accounting systems fail to do so.  Any such expectation ignores the accounting processes needed, and currently followed without serious difficulty, to produce the necessary objective analysis of costs.  
10
The iterative nature of recharges is our first reason for saying that it would be impracticable to replicate, outside the accounts, interest charges which are at present processed through the accounts.  The notional interest on computer hardware for example is normally charged to the IT support service, then recharged to its various user support services, such as the payroll support service, and only then to end users such as education.  This scenario is of course one of the simplest.  Recharging chains are often longer, where for example the payroll service user is itself a support service, such as building maintenance.  Indeed, most such chains go on indefinitely.  This reiteration of recharges sounds like making a meal of the job, but it is in fact the easiest way of doing it, and corresponds exactly with the normal commercial life of any community.    

11
Our second reason for saying that the necessary notional interest charges cannot be replicated outside the accounts is that these changes are often not identified as interest, and do not have to be.  The costs charged to many trading support services, and also to most non-trading cost centres, are then recharged in lump sums or unit rates fixed by competitive tendering or service level agreements.  The interest element therefore loses its identity immediately, is not ascertained subsequently, and does not need to be.  This loss of identity normally happens to interest on the biggest consumers of capital expenditure for support services, notably IT hardware, buildings and transport.    
12
In other words, the recharging of notional interest through a live accounting system is the only way in which public authorities can secure a credible distribution.  We appreciate that private sector bodies can manage perfectly well without such systems, but this is because they have only themselves to satisfy.  They are free to use mechanisms calling for a high level of subjective judgement, such as contribution accounting.  The position of public authorities is wholly different.  They have to satisfy auditors and other regulators, and also external critics.  There would be no way of putting an end to the ensuing debate if any of these parties were to form different subjective judgements.

CONSULTATION QUESTIONS - OTHER DEVELOPMENTS

Q47 
Do you agree with the proposed amendment to the SORP highlighting the need for surpluses or deficits arising from internal trading to be allocated to the recipient services  ?
This amendment would add the following sentences 

" Where support services or other services are provided internally on a 'trading' basis rather than on a recharge of actual cost basis, he net service costs of the recipient services will be misstated. Surplus or deficits arising on internal trading arrangements will be allocated back to the recipient services unless the amounts are immaterial. "

13
We accept that GAAP precludes internal trading surpluses or deficits from inclusion in any cost figures appearing in the published accounts.  For local authorities this is also precluded by the statutes, which have always required local authority published accounts to show the ‘cost’ of their services.  This means the cost of support services provided by internal trading organisations, not the charges quoted for them.
14
We therefore see no objection to the SORP being amended as proposed.

15
We cover the same point in our Standing guide, as follows 

Treatment of InTO charges to clients in the published accounts

71.17
The Local Government Acts and SSAPs require published accounts to show the cost of local authority services.  Costs for this purpose include the cost of work done by InTOs, not the charges which they quote.

71.18
Normally the difference between costs and charges is not significant, so that charges made by InTOs can continue to be treated as being their costs.  The presence of significant year-end balances on trading accounts indicates however that there has been a significant difference between charges made and costs incurred.  To remove any such differences, trading account balances have to be repatriated in the published accounts to client services (1015).  

71.19
Reapportionment and repatriation are straightforward only for single-client InTOs.  Many InTOs work for a variety of other clients, including other InTOs, and support services, and therefore make charges to them all.  Repatriating any one balance may then have the effect of making some other trading account balance big enough to call for repatriation; or of varying the amount of some other balance which has already been satisfactorily repatriated.  This usually means that the labour of repatriation may be justified only if balances are substantial; and that even then balances can be repatriated to their final destinations only very approximately.

The treatment of charges to housing accounts 

71.20
Housing revenue accounts and housing repairs accounts are ‘ring-fenced’, which limits debits to specified costs (27; Sch 4, 11, item 1).   

71.21
The Secretary of State can however be asked in any particular case to direct that an InTO’s charges should be treated as the housing client's cost (27; 78B) (39; 4(1)).

Budgetary control

71.22
There is no requirement (in law, accountancy or good management) for local authority budgets to follow the same income and expenditure analysis as the published accounts.  Local authorities are on the contrary free to use whatever analyses they think will give them the best budgetary control, or achieve their financial objectives.  Any repatriation of balances in the published accounts does not therefore have to be reflected in those used for budgetary control. 

71.23
Authorities are therefore free to require, or allow, their InTOs to quote charges which will build up surpluses, for example to provide reserves


for use in reinvestment


to cover possible future losses


for self-insurance


to finance working capital, where interest for this is charged in budgetary control records.

71.24
Trading accounts shown in the published accounts still have to be kept in the usual way, as described earlier in this Part.  In the corresponding trading accounts included in budgetary control records, on the other hand


no further capital charges need to be made to InTOs for capital liabilities which they have already financed out of surpluses


losses can be met from surpluses brought forward 


trading accounts do not have to meet costs which have already been covered by self-insurance premiums


debits and credits may be made for working capital. 

71.25
Surpluses built up in this way are likely to be big enough to have to be repatriated in the published accounts, as just mentioned, but can still be carried forward, as reserves, in budgetary control records. 
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