2 The Definition of Total Cost
THE PURPOSE OF TOTAL COST
2.1 The definition of total cost will provide the consistent basis for all formal external financial reporting and statutory financial disclosures.
2.2 Specifically, financial information requirements for formal financial reports of performance, for performance indicators and for statistical returns will be harmonised around the definition of total cost.  Total cost must also be used for reporting the cost of services in the Comprehensive Income and Expenditure Statement (in Northern Ireland, the District Fund Summary).
2.3 The use of total cost for less formal purposes, such as unpublished local performance indicators and cost benchmarking at lower levels of detail than required by Section 3, will also enhance the reliability and comparability of such information.
2.4 However, total cost may not be appropriate for management accounting and decision-making purposes.  Costing for decision-making purposes will often require the use of different techniques; it will also require that all relevant costs, and only relevant costs are taken into account, whether they form part of total cost or not.  For example, there are strong arguments for reflecting the costs of early retirements in management accounts so that service managers can see the cost as well as the benefit of such decisions, and as a way of ensuring management discipline.  Such costs are not within the total cost of individual services for consistency reasons, and so parallel accounting systems may be required, using total costs for external reporting and comparisons and other accounts for internal management purposes.  Authorities will also need to decide whether a cost of capital element (to reflect the full cost of using fixed assets in the provision of a service) should be included in any costing for decision-making purposes.
2.5 In particular, local authorities will need to ensure when putting any service(s) out to competition that all their own relevant costs are taken into account, whether these are defined as being within total cost or not.

2.6 It is important also to distinguish between costs that are within total cost to support the aim for as much consistency as possible between authorities and those costs over which service managers exercise control.  The latter depends on local management and delegation arrangements and there is no intention to restrict local authorities’ discretion over such matters.

2.7 The total cost of a service or activity includes all costs, as defined below, which relate to the provision of the service (directly or bought in) or to the undertaking of the activity.

2.8 The total cost of a service or activity must reflect all the costs associated with that service/activity, wherever in the management structure they arise.  It is acknowledged that the accounting structure, as defined by the service expenditure headings, is unlikely to match the management structure in any authority.

2.9 The accounting structure has been and will be further developed to allow flexibility in combining the elements within the Service Expenditure Analysis (SEA) to match management structures and review requirements.

GROSS AND NET TOTAL COST

2.10 Total cost exists in both gross and net terms.  No categories of income are considered to be abatements of expenditure, and movements to and from reserves must be excluded from total cost definitions.  Relevant movements can easily be taken into account in local comparisons, if required.

Gross Total Cost

2.11 Gross total cost includes all expenditure attributable to the service/activity, including employee costs, expenditure relating to premises and transport, supplies and services, third party payments, transfer payments, support services and depreciation.

2.12 Specifically, it includes depreciation calculated in accordance with the Code of Practice on Local Authority Accounting in the United Kingdom (the Code) and with existing capital accounting guidance.  Where relevant, depreciation charges will be matched by credits from the Government Grants Deferred Account to reflect the amortisation of grants and contributions given towards the funding of the relevant asset.  The amortisation credit is treated as income rather than being offset against the depreciation charge.  [Secretariat Note:  the treatment of government grants deferred in the first IFRS-based Code of Practice on Local Authority Accounting has yet to be determined.  The treatment in BVACOP may need to be amended if the preferred option is implemented.  Please refer to Annex A of the Invitation to Comment on the IFRS-based Code.]
2.13 Total cost also includes any related impairment loss or revaluation loss that is charged to Surplus or Deficit on the Provision of Services.  Impairment losses or revaluation losses should be recognised in Other Comprehensive Income and Expenditure and therefore not in the total cost of a service, unless there is no accumulated gain attributable to the relevant asset in the Revaluation Reserve to absorb the losses.  In exceptional cases, a revaluation gain might be credited to a service revenue account where it represents the reversal of a loss previously recognised.  Impairment of an asset under construction should be charged to Non Distributed Costs.  Where the asset under construction is an investment property, the impairment (or any revaluation loss in relation to an investment property under construction carried at fair value) will be shown in the Financing and Investment Income and Expenditure line in the Comprehensive Income and Expenditure Statement, and will therefore not form part of total cost.
2.14 Where legislation allows expenditure that does not result in an asset being carried on the Balance Sheet to be counted as capital for funding purposes, the Code requires such expenditure to be charged to Surplus or Deficit on the Provision of Services in accordance with the general provisions of the Code.  Funding the expenditure from capital resources is achieved by adjusting the General Fund Balance and the Capital Adjustment Account.  Except in exceptional circumstances, revenue expenditure funded from capital under statute will be included in the total cost calculation for individual (or a combination of) services in the year that they are incurred.  An example of an exceptional circumstance would be where a direction has been given to capitalise redundancy cost for reorganisation and the services to which the redundancy cost relates no longer exist.
2.15 Total cost also includes an appropriate share of all support services and other overheads.  These should be charged, allocated or apportioned across users and other beneficiaries in accordance with the following seven general principles.

	1. Complete Recharging of Overheads


	All overheads not defined as Non Distributed Costs or Corporate and Democratic Core should be fully recharged to the service expenditure headings as defined by Section 3 of the Best Value Accounting Code of Practice.  Note that Corporate and Democratic Core costs should receive an appropriate allocation of overheads.

	2. Correct Recipients 
	The system used must correctly identify who should receive overhead charges.

	3. Transparency
	Recipients must be clear what each recharge covers and be provided with sufficient information to enable them to challenge the approach being followed.

	4. Flexibility
	The recharging arrangements must be sufficiently flexible to allow recharges to be made regularly enough and to the level of detail appropriate to meeting both users’ and providers’ needs. 

	5. Reality 
	Recharging arrangements should result in the distribution of actual costs which has the basis of fact.  Even if the link cannot be direct, reality should be the main aim.

	6. Predictability / Stability
	Recharges should be as predictable as possible, although there will be practical limitations to this.

	7. Materiality
	It is unlikely that a simple system will be adequate to meet all other requirements noted above.  However, due regard should be made to materiality to minimise the costs involved in running the system.


2.16 The physical nature of property, plant and equipment means that depreciation and impairment (and associated credits for government grants deferred [see note at 2.12]) can usually be identified as a direct cost for services.  However, where there is shared use of the assets and depreciation and impairment  need to be apportioned to the service headings defined in Section 3 of BVACOP, the seven principles listed in 2.15 above will apply.
2.17 The reported total cost of a service and service division should reflect material adjustments applicable to prior periods arising from changes in accounting policies or the correction of material errors.  This should be accounted for by restating the comparative figures for the preceding period in the statement of accounts (where the adjustment relates to the preceding period).

2.18 The restating of comparative figures also applies to comparative financial information reported in formal reports of performance and in cost-based performance indicators, whether local or national (this may require the adjustment of opening balances for cumulative effect).

2.19 The total cost of a service includes (for defined benefits schemes) its attributable current service (pensions) costs, defined in the Code as the increase in the present value of a defined benefit scheme’s liabilities expected to arise from employee service in the current period.  As with all costs, current service (pensions) costs should be reported at the mandatory service division level defined in Section 3 of BVACOP.
2.20 The Code states that provisions should be charged to the correct revenue account.  In most cases, therefore, provisions will be included within the total cost calculation for individual services.  However, if a provision is required for the items defined as Non Distributed Costs (see paragraph 2.45), then such provisions should be charged to this service division.


2.21 
Net Total Cost

2.22 Net total cost is defined as gross total cost (as above) less income, with income defined to include income from fees and charges and specific, special and supplementary grants which can be attributed to services (ie all grants except for general grants such as redistributed non-domestic rates, Revenue Support Grant and other general grants, including all non-ring-fenced grants).
Net Total Cost Excluding Specific Grants

2.23 Net total cost excluding specific grants is defined as gross total cost (as above) less income other than specific grants.

Relationship to the Comprehensive Income and Expenditure Statement
2.24 The sum of the net total cost of all services, the costs included within the definition of Non Distributed Costs and Corporate and Democratic Core (see paragraphs 2.41 to 2.48) and exceptional items disclosed on the face of the Comprehensive Income and Expenditure Statement (in Northern Ireland, the District Fund Summary) will equate to Net cost of Services.

Analysing Costs on an Internal Cross Cutting Basis

2.25 The modernisation agenda for local government is increasingly stimulating authorities to analyse their costs in the context of objectives and outcomes that require co-operation across the organisation on particular issues.  CIPFA refers to such initiatives as internal cross cutting issues.  It defines them as follows:

“An Internal Cross Cutting Issue is an outcome or output that benefits the local population as a whole or in part and relies upon the performance of an activity or a series of activities aimed at securing that outcome or output.  Examples would include improving community safety, improving educational attainment or reducing poverty.  To be Cross Cutting the activity or activities must be undertaken by two or more different parts within an authority, as defined in CIPFA’s Standard Service Expenditure Analysis, working in co-operation.”

2.26 Where an authority has established internal cross-cutting initiatives, CIPFA provides guidance to calculate and report its costs in its formal financial reports of performance on an internal cross-cutting basis.
PARTNERSHIPS

2.27 Chapter 9 of the Code recognises three types of joint venture; jointly controlled entities, jointly controlled operations and jointly controlled assets.  Jointly controlled entities are consolidated into the Group Accounts, with the investment in the entity accounted for in the single entity accounts at cost or valuation.  The single entity accounts will include transactions between the authority and the jointly controlled entity.  Authorities will also need to account for their share of jointly controlled operations and jointly controlled assets in their single entity accounts, in accordance with paragraphs 2.27 – 2.30 below.
2.28 The total cost of a service includes those costs attributable to an authority’s proportion of a relevant partnership (ie a jointly controlled operation or jointly controlled asset).  Relevant partnerships are those governed by statute, agency arrangements, contractual relationships or understandings that are in substance dealt with as if there were a formal relationship, but which do not give rise to an entity.  Costs attributable to partnerships are recognised for total cost purposes within the  Surplus or Deficit on the Provision of Services of the authority to the same extent that expenditure, income or other contributions are recognised as relating to services’ expenditure in those same accounts within the Code.

2.29 Where the authority in substance exercises control over a relevant partnership, the gross total cost of the service(s) concerned includes all the authority’s expenditure, whether by way of contribution or otherwise, which relates to that partnership.  Contributions received from other parties will be included as income.  Where such control does not exist, total cost includes the authority’s contributions measured on an accruals basis to all organisations where statutory, contractual or informal partnerships exist.
2.30 For reporting within the Surplus or Deficit on the Provision of Services, total cost will exclude any transactions actually entered into by another entity.  Where these transactions are under the control of the authority because the authority has a controlling interest in the entity, where the authority has a dominant or significant influence over the entity, or where the authority is able to exercise control over an entity by acting jointly with another party, then the transactions will be brought together in the Group Surplus or Deficit on the Provision of Services prepared for the group financial reporting. 

2.31 The requirements for preparing total cost figures for group accounting are set out in paragraphs 2.49.

TRADING ACCOUNTS AND TRADING OPERATIONS

2.32 A trading account is a method of matching income and expenditure for a particular activity or group of activities.  Trading accounts should be maintained where services are provided on a basis other than a straightforward recharge of cost or on a cash-limited vote basis.  The configuration of service delivery will determine the scope of a trading account.  In Scotland, Section 10 of the Local Government in Scotland Act 2003 requires that trading accounts should be maintained and disclosed for significant trading operations.

2.33 Trading operations are services provided to users on a basis other than a straightforward recharge of cost, such as a quoted price or a schedule of rates.  Formal financial reports of performance may need to include summarised details of performance for significant trading operations providing services in a competitive environment.
2.34 A competitive environment is one in which the user has discretion over whether to procure the service from the in-house provider either as part of a periodic tendering procedure or on a continuous basis.  A service where the user may negotiate only over volume or quality, but has never had the opportunity to exercise choice on where to procure, is not provided in a competitive environment for performance reporting purposes.  Trading operations in categories (a) to (d) below are deemed to provide services in a competitive environment.  Such operations should be considered for disclosure in formal financial reports of performance.  In Scotland, trading accounts are required to be maintained and disclosed for significant trading operations.  Specific guidance on the identification of competitive services and on a test of significance can be found in A Best Value Approach to Trading Accounts – A Guidance Note for Local Authority Practitioners. There are five main types of trading operation that may be run by authorities:

(a)
Trading services or undertakings with the public or with other third parties.  These include, inter alia, catering undertakings, markets, trade refuse collection and industrial units.

(b) 
External trading organisations (ExTOs) which have won contracts from other public bodies, for example under the Local Authorities (Goods & Services) Act 1970.

(c)
Work carried out by internal trading organisations (InTOs) arising from voluntary competitive tendering (VCT) exercises.

(d)
Support services provided in a free internal market, ie to schools or to other budget holders who have been given freedom to buy externally if they wish.

(e)
Support services provided in a limited internal market, eg where budget holders are free to decide the quantity and type of the work to be done on the basis of the prices quoted to them, but not to buy externally.
2.35 Some authorities may have established legally separate trading companies to carry out some trading activities.  Charges made by (parent) authorities for providing such trading companies with services, supplies, work and facilities (eg accommodation) have to cover all the costs of doing so.  Authorities should establish a robust methodology for determining the charges, and are free to decide which methodology to adopt.  However, they may find it helpful to use the definition of total cost as defined elsewhere in BVACOP, and may also consider it appropriate to include a contribution to Corporate and Democratic Core (CDC) costs and Non Distributed Costs (NDC) in the charge.  Trading companies are liable to income and corporation taxes on their profits.  Full charges to trading companies by parent authorities for services, supplies, work and facilities will however tend to minimise taxable profits, while giving in-house users the benefits of any economies of scale.

2.36 Where one part of a service is provided in a competitive environment and another part in a non-competitive environment, only that part provided in a competitive environment should be considered for disclosure.  The decision to divide a trading account in this manner should be subject to consideration of the significance and materiality of the part that is provided in a competitive environment.

2.37 Significant balances on trading accounts for support services or for other services provided internally on a trading basis may distort materially the total cost of recipient services, regardless of whether the results of the trading operation are disclosed in formal financial reports of performance.  Where a trading account balance leads to the material misstatement of total cost at the division of service level or of a published performance indicator, regardless of whether the indicator is local or national, a reapportionment should be made.  The amount of any such reapportionment should be disclosed in the summary disclosure note.

2.38 In determining materiality, authorities should consider the significance of the surplus or deficit in terms of the overall income and expenditure of the trading operation, and the relevant assets and liabilities.

2.39 The summary disclosure should include:

(a) 
the nature of the trading operation, ie the service that is provided and the main customers

(b) 
turnover

(c) 
surplus/deficit

(d) 
any reapportionment of surplus/deficit

(e) 
any details putting financial performance in a context useful to the reader of a formal financial report of performance.  In Scotland the requirement is for disclosure of significant trading operations.  The identification of a trading operation in itself does not necessarily indicate that formal disclosure should be made.

The summary disclosure note should be compiled on the basis of proper accounting practice using the total cost approach in BVACOP.

2.40 Where a significant balance on a trading account relates to both internal and external bodies, only the element relating to internal bodies should be reapportioned.  The element relating to external bodies should remain as a balance on the trading account.

RELATIONSHIP WITH THE TREATMENT IN THE COMPREHENSIVE INCOME AND EXPENDITURE STATEMENT (DISTRICT FUND SUMMARY IN NORTHERN IRELAND) IN THE ANNUAL STATEMENT OF ACCOUNTS

2.41 In the Comprehensive Income and Expenditure Statement, the aggregate performance of all category (a) operations for which there is no division or subdivision of expenditure and the surplus/deficit on category (b), (c), (d) and (e) operations (subject to the requirements of paragraphs 2.36 and 2.37 above) should be reported in the Financing and Investment Income and Expenditure line.  For category (a) operations where there is a division or subdivision of service, that division or subdivision should be used to accumulate income and expenditure.


2.42 
COSTS EXCLUDED FROM GROSS AND NET TOTAL COST

2.43 An apportionment of all support service costs and some overheads are to be included within total cost.  The exceptions are:

(a) 
Corporate and Democratic Core

(b) 
Non Distributed Costs.

Each of these is defined below.
2.44 The Corporate and Democratic Core (CDC) is defined as comprising two divisions of service: Democratic Representation and Management (DRM) and Corporate Management (CM).  If anything does not fall within the definitions given for either DRM or CM, then it cannot be within CDC.

2.45 DRM concerns corporate policy-making and all other member-based activities.  CM concerns those activities and costs that relate to the general running of the authority.  These provide the infrastructure that allows services to be provided, whether by the authority or not, and the information required for public accountability.  Activities relating to the provision of services, even indirectly, are overheads on those services, not CM.

2.46 The composition of the CDC is given in Section 3.
2.47 Other central costs not included within the total cost of individual services are those that are defined as Non Distributed Costs (NDC).  In summary, they comprise:

(a) 
past service costs relating to retirement benefits (if any) – for a defined benefit scheme these costs are defined by the Code as the increase in the present value of the defined benefit obligation for employee service in prior periods, resulting in the current period from the introduction of, or changes to, post-employment benefits or other long-term employee benefits
(b) 
settlements relating to retirement benefits (if any) – these are defined by the Code 

(c) 
curtailments relating to retirement benefits (if any) – these are defined by the Code 

(d) 
the costs associated with unused shares of IT facilities

(e) 
the costs of shares of other long-term unused but unrealisable assets

(f)
impairment losses relating to assets under construction, non-current assets held for sale, other surplus assets held for disposal (but which do not satisfy the criteria in the Code to be classified as held for sale) and depreciation (and associated credits to income for government grants deferred [see note at 2.12]) on the latter category of assets.
(g)
the revenue expenditure involved in holding surplus assets (eg security costs).

2.48 Although none of these costs (ie DRM, CM or NDC) is within the total cost of any service, there are arguments that accounts such as the Housing Revenue Account (HRA) and for administering authorities, the pension fund should be required to contribute towards their funding.

2.49 It should be noted that such contributions should only take place in order to comply with statutory requirements.

2.50 The basis on which such contributions are made must follow relevant legislation and should reflect the same principles as those governing the apportionment of overheads.  Any contribution or change in the methodology used to derive such contributions must be clearly disclosed.

DEFINITION OF TOTAL COST FOR GROUP ACCOUNTS

2.51 Many authorities have interests in companies and other entities that will need to be encompassed in arrangements for financial reporting, particularly group accounts in the statement of accounts.  In order to bring financial information from different entities together effectively, variations are required from the accounting policies that would normally be applied by local authorities.  The principle of total cost remains applicable to group reporting, so that authorities should follow the principles set out in paragraphs 2.10 to 2.25 for the purposes of establishing total cost for the financial reporting of group activity, but with the following differences:

· Where the activities of a subsidiary (or a jointly controlled entity consolidated using proportional consolidation) can be identified to service headings, gross total cost for services should include any impairment of goodwill that arose on the acquisition of an interest in a subsidiary (or jointly controlled entity consolidated using proportional consolidation).  Where this is not possible, impairment of goodwill should be presented as a separate line in Net Cost of Services.

· Where the activities of a subsidiary (or a jointly controlled entity consolidated using proportional consolidation) can be identified to service headings, the operating results of subsidiaries should be allocated or apportioned as income and expenditure to the total cost of the services in accordance with the other principles of this paragraph.  Where this is not possible, a separate line or lines describing the activity should be included alongside the SEA services.

· Transactions between the authority and its subsidiaries (and jointly controlled entities consolidated using proportional consolidation) should be eliminated from the income and expenditure included in total cost.

· Where transactions between the authority and its subsidiaries, associates and joint ventures have resulted in unrealised profits on the disposal of fixed assets, the unrealised profits should be eliminated from total cost.

· Apart from any unrealised profits covered by the previous item, no adjustment should be made for associates and joint ventures consolidated using the equity method to total cost figures for services.  The authority’s share of the operating profits of associates and joint ventures is shown as a separate line in the Net Cost of Services.
· 
