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Yours sincerely

P. J. Barrett
Auditor-General

The Honourable the President of the Senate
The Honourable the Speaker of the House of
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Results in Brief

 Introduction

1. An understanding of the full cost of delivery of goods
and services and the ability to control those costs are essential
elements of effective operational decision making.
Unfortunately, they have often received only limited attention
from agency management in the Australian Public Service
(APS).

2. The ANAO examined the way public sector
organisations generally process and use cost information.
Specifically, it considered a number of matters which influence
the appropriateness and effectiveness of the costing approach.
These include the supporting environment; whether the
approach reflects the organisation’s actual requirement for
cost information; the accuracy and completeness of the cost
information; and the effective application of cost information.
The environment is complicated by the move from a cash to
an accrual accounting based approach.

 Findings

3. The audit found that:

♦ most organisations had simple cost systems where
the collection and use of cost information was limited to
particular purposes in satisfaction of mainly external
requirements rather than to service internal
management needs;

♦ the systems to capture the necessary data were
largely unstructured;

♦ a small number of organisations had progressed to a
stage where full cost information was used to support
their decision making processes; and

♦ no organisation had reached the stage where costing
information on an accrual basis played a key strategic
role in overall decision making.
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4. While the audit identified that some organisations had a
good understanding of the basic requirements of costing, most
organisations needed to develop more sophisticated cost
approaches if they are to effectively fully cost outputs and
monitor performance as required in the new accrual
budgeting framework from 1999-2000.

5. A significant effort in a short period of time is required
by most organisations if the benefits from the focus on
outputs, performance and outcomes under this new
framework are to be achieved.

6. In the majority of organisations, not all the requirements
of an effective control framework were in place. Weaknesses
identified included shortcomings in the content of policy and
procedural documentation; cost allocation techniques; and the
decision making processes associated with setting prices/user
charges.  In addition, at times, cash data were not correctly
adjusted to reflect full cost nor was a sufficient level of
relevant training available to the staff concerned.
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Executive Summary

 Background to the audit

1.1 This ‘across-the-board’ audit examined costing
approaches and methodologies in a number of organisations.
Such audits are undertaken to obtain an indication of the
situation likely to confront public sector organisations
generally.  As such, they highlight potentially significant risks
as well as providing a degree of assurance for agency
management.  In addition, they draw attention to, and
consideration of, relevant issues for the Parliament and
Executive.

1.2 Information on costs is regarded as a fundamental
input to the key strategic and operational decision-making
processes in any organisation.  The efficient and effective
collection of complete, accurate and reliable information on
costs is therefore important to management at all levels. The
absence of such information inhibits effective management of
an agency.

1.3 Cost is simply a financial measure of the resources
consumed by organisations.  The APS has traditionally
measured resource consumption on a ‘cash’ basis, recognising
cash based costs only as and when payments were made.

1.4 The Government has recently announced the
introduction of an accrual-based budgetary framework from
the 1999-2000 financial year.  This will require public sector
organisations to measure resource consumption on an
‘accrual’ basis, recognising full costs when they are incurred.

1.5 This reform gives added urgency to the need for, and
importance of, adequate and relevant cost information for
decision making and reporting purposes particularly in a
more contestable environment.
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 Objectives, scope and criteria

1.6 This audit dealt with the way public sector
organisations process and use information about the cost of
their activities.  It examined relevant processes from the dual
perspective of the approach (or methodology) used to identify
and allocate costs, and the appropriateness and robustness of
the supporting costing systems.

1.7 The audit examined use from the perspective of the
relevance of the computed costs to specific decision-making;
and from the general perspective of how widely and
effectively cost information was being utilised in strategic
decision-making.

1.8 The areas of decision-support examined in this audit,
where cost information could be expected to be a fundamental
input, were in:

♦ setting prices or user charges;

♦ establishing the ‘baseline’ cost of service delivery as
part of an outsourcing decision1;

♦ the internal allocation of resources; and

♦ performance monitoring.

1.9 The objective established for the audit was to form an
opinion on whether the costing processes and uses of cost
information in the organisations reviewed were:

♦ valid;

♦ cost-effective; and

♦ in accordance with principles of better practice.

1.10 Given the introduction of accrual budgeting from the
1999-2000 financial year the audit objective was extended to
include an assessment of the extent to which costing processes
in organisations affected by the new arrangements are
sufficiently developed to support this initiative.2

                                               
1 The audit was not designed to evaluate overall compliance with Commonwealth Competitive Tendering and Contracting

requirements or the tender evaluation process.
2 Details of the announcement were outlined by the Secretary of the Department of Finance and Administration in a letter

to all APS organisations dated 4 August 1998.
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 Audit opinion

1.11 Many public sector organisations are yet to integrate
the use of information on the full cost of activities
systematically into their strategic decision-making processes.

1.12 To fully realise the potential for improved decision-
making, these organisations will need to develop more
sophisticated cost models and implement more robust cost
systems.

1.13 In addition, a significant effort will be required, in a
relatively short period of time, if these organisations are to
satisfy the externally imposed requirements to fully cost
outputs effectively and to monitor performance as required in
the new accrual budgeting framework.

1.14 These opinions are based on the findings summarised
below which are discussed in greater detail in chapters two
and three of this report.

 Audit findings

1.15 The audit findings deal with the use of cost
information and the processes undertaken to generate such
information.  They are inter-related to the extent that use
should largely dictate process and, much less desirably, that
process may dictate use. Nevertheless good process should
ensure good outcomes.

 Use of cost information

1.16 The use of cost information in most of the organisations
subject to audit was found to be limited to specific, generally
particular, purposes relating mainly to either price
setting/user charging or to establishing baseline costs in out-
sourcing decisions.

1.17 A common feature of these two purposes are that they
arise mainly from externally imposed requirements of the
Government rather than from the internal demands of
management.
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1.18 The use of cost information for a particular purpose
also meant that costing activity was limited to the specific
operational areas responsible for decisions relating to the
purpose.  Awareness of the concepts of costing and the
benefits of using cost information, outside these areas, was
found to be low.

1.19 As a consequence, full cost information was unlikely to
be an input to strategic decision-making at the overall
organisational level.  Where cost information was used in
resource allocation or performance monitoring it was, in most
cases, cash-based, historic data that was input focused.
Consequently this data did not reflect full costs.

1.20 A small number of organisations had progressed to a
stage of development where cost information was being used
in a decision-support role. However, none had reached the
stage where full cost information played a key role in overall
decision making at the organisational level.

 Processes for producing cost information

1.21 The audit found that costing processes in most
organisations were based on simple cost models that relied on
arbitrary or subjective allocation measures.  These models
were, with some exceptions, considered by the ANAO to
produce materially valid results for the limited purpose for
which the cost data were used.  Nevertheless they are not and
will not be, valid for the determination of the full costs of all
outputs, nor for higher level management purposes at an
organisational level.

1.22 The costing systems encountered in the organisations
examined are able to be generally characterised as simple,
unstructured or ‘purpose-built’, designed to capture data
relevant only to the purpose for which the data were required.
They were not integrated into, or efficiently interfaced with,
financial systems from which relevant cost data could be
extracted. These situations, of necessity, limited the uses to
which the cost data could be put.
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1.23 In addition, most organisations did not exhibit all the
fundamental elements of an effective control framework to
support the proper collection and use of cost information.

 Recommendations

1.24 Our recommendations are summarised below.

1.25 In relation to costing systems, it is recommended that
organisations:

♦ assess the extent to which they use costing
information in terms of the components of the
development model referred to in chapter two; and, for
those organisations that are not at the ‘Final Stage’,
develop and implement a plan to move the focus of their
costing system progressively to one that meets total
organisational demand; and

♦ ensure the cost information system is part of, or at
least integrated with, their FMIS (paragraphs 2.9 to 2.38
refer).

1.26 To assist the development of their costing systems, it is
also recommended that organisations:

♦ review their current processes to ensure the costing
fundamentals discussed at paragraphs 3.8 to 3.15 are in
place; and

♦ as part of that review, ensure the audit findings
discussed at paragraphs 3.21 to 3.40 are considered and
addressed.
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Chapter Two
Use of Cost Information
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Use of Cost Information

 Introduction

 Public sector reform

2.1 To be relevant and useful, an evaluation of the present
state of the processes used to cost goods and services needs to
take account of the ongoing financial management and
organisational reforms, and in particular, the impact of these
reforms on the way organisations cost their goods and
services.

2.2 Significant reductions in government spending;
restructuring of agencies and programs, including the
separation of policy and service delivery functions; the
requirement for contestability, including the increasing trend
towards outsourcing; and the accrual budgeting initiative,
including the focus on outputs and outcomes; are examples of
the nature and pace of change being experienced by the public
sector.

2.3 The accrual budgeting framework, which is to be
introduced for the 1999-2000 budget, will require agencies and
authorities in the General Government sector to:

♦ specify and set the price for the outputs they will
deliver and describe planned outcomes to which these
outputs contribute;

♦ specify the performance information required to
monitor, manage and account for output delivery and
the achievement of identified outcomes; and

♦ report performance. 3

2.4 The new framework will require, among other things,
a clearer idea of the costs of providing goods and services.
Organisations will need to plan and manage the cost and price
of their outputs and, in order to sustain operations over time,

                                               
3 Specifying Outcomes and Outputs—Implementing the Commonwealth’s Accrual-based Outcomes and Outputs Framework,

Department of Finance and Administration, Commonwealth of Australia, 1998
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recover through the budget or if appropriate, from user
charging, their full costs including capital costs and other
overheads.

2.5 To meet these challenges, organisations will require
more effective financial management systems and more
sophisticated cost information. The current drive to introduce
new financial management information systems will provide
the necessary framework for the development of enhanced
cost information. But personal skills will also have to be
developed in order to make best use of such systems and the
resultant cost information.

 Strategic use of cost information

 ‘Cost management, properly designed and operated is an open invitation
4

2.6 An understanding of the cost of the components and
processes which comprise the delivery of goods and services
and the ability to manage these costs is fundamental to good
management and particularly enables managers to influence
performance.

2.7 A study of costing systems commissioned by the New
Zealand Treasury in 1995 5 reported that the implementation
and use of costing information could be portrayed as a three
stage development process.  This model, which was recently
reproduced by the Management Advisory Board, 6 maps the
development of costing systems from being immature, with a
largely external demand focus, to a highly mature, total
organisational demand focus.

2.8 Table 1 provides a summary of this model.

                                               
4  Mould, R C Activity Costing for Public Sector Organisations, paper delivered to the International Consortium on

Government Financial Management in Washington D.C., U.S.A September 1994
5 Coopers and Lybrand, Review of Costing Systems and User Charges, Wellington September 1995
6 Management Advisory Board, Beyond Bean Counting - Effective Financial  Management in the APS 1998 & Beyond,

Canberra December 1997, p. 75
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Table 1: Implementation of a costing system

Primary Stage  Secondary Stage  Final Stage

Uses often one off including 
cost identification, 
allocation 

support decision 
making through 
regular monitoring and 
reporting

fully integrated into 
overall decision 
making framework

Demand often one off requests 
and external 
accountability 
requirements                    

internal reporting to 
line management 
about their activities

data is a key driver in 
management 
reporting and decision 
making process

Support a secondary or 
support system 

a primary or key 
internal reporting 
system 

key system for both 
internal and external 
reporting

Ownership finance section driven by finance 
section but used by all 
managers

owned and supported 
by whole organisation

Source: 'Review of Costing Systems and User Charges - Commissioned by 
New Zealand Treasury', Coopers and Lybrand, Wellington September 1995

2.9 The ANAO found that most of the organisations’
costing systems reviewed in this audit were in the primary
stage of development because the organisations:

♦ only used cost information for single-use purposes,
for example, to establish the cost of a specific activity for
the purpose of setting a price level or user charge;

♦ captured and used costing information to satisfy
mainly external requirements as opposed to the
requirements of internal management;

♦ had systems to capture cost information which were
unstructured and unsophisticated; and

♦ used cost allocation methods which did not correctly
reflect the usage of resources and provide suitable
information on the source and behaviour of costs.

2.10 A small number of the organisations reviewed have
progressed to the secondary stage of development by using
cost information to support their decision making processes
and either integrating or interfacing the costing system with
their Financial Management Information System (FMIS).
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2.11 These organisations have a better understanding of the
basic requirements; have implemented approaches to support
increased functionality; and demonstrated an increased
understanding of the value of cost information for output and
performance measurement.

2.12 At the time of the audit, several organisations were
assessing their requirements for cost information as part of the
redevelopment of their FMIS. A key aspect driving these
assessments was a desire to improve the level and quality of
cost information, in particular in the area of decision making
and management reporting.

2.13 None of the organisations reviewed had reached the
final stage where costing information plays a key role in
overall decision making and is being used effectively by the
whole organisation.

2.14 One explanation for most organisations being found to
have immature cost systems, was a lack of demand for cost
information from within the organisation itself, with
development driven mainly by externally imposed policy
demands. This may be largely a consequence of only having
the APS traditional input based appropriation system and the
associated cash-based accountability framework.

2.15 This framework did not require the application of
better practice cost principles because the management of cash
revenues and expenditure was the primary focus of financial
control and accountability. This was particularly apparent in
resource allocation and management reporting situations
reviewed in the audit.

2.16 Consistent with this framework, management were
provided with detailed cash expenditure (and revenue)
information, budget versus actual variance analysis and in
some cases, cash-based performance or activity information.
However, most organisations did not report on costs or cost-
based performance information.

2.17 A further explanation is that organisations had not
considered how cost information could play a valuable role in
the ongoing decision making process (concerning either the
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goods and services being costed or the performance of the
organisation as a whole) and consequently did not appreciate
the value of costing for management purposes.

2.18 Only one organisation captured and recorded cost
information within its FMIS.  The approaches used by the
other organisations ranged from relatively simple systems,
into which the source data had to be manually input, to
complex linked files, which drew information from several
sources. In the majority of these organisations, however, the
system was not integrated into, or interfaced with the
organisation’s FMIS.

2.19 One consequence of failure to integrate the cost record
with the FMIS is the greater risk, through rekeying of data,
that data capture may be prone to error and, as was found,
this also contributes to a higher cost of data collection.

2.20 The use of a sophisticated system, such as one based
on specialised costing software, which is fully integrated with
the FMIS, provides a greater degree of data integrity and a
more robust and powerful storage and processing device. It
should also produce more useful and timely management
reports.

2.21 The challenge for most organisations is to move from
the primary to the final stage of the costing model.  To do this
successfully, organisations firstly need to understand and
appreciate the value of cost information in day to day decision
making and its potential contribution to the measurement of
the overall performance of the organisation.

2.22 Accurate and reliable cost information, which includes
all costs (direct and indirect), reflecting the principles of
accrual accounting and, when fully integrated with the FMIS,
enables an organisation to effectively:

♦ establish the full cost of service delivery and goods
produced;

♦ measure cost recovery and user-pays charges;

♦ manage and minimise costs;
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♦ assess alternatives when implementing new policy
initiatives;

♦ compare internal delivery against outsourcing
options; and

♦ measure and assess performance on a total cost basis.

2.23 These opportunities are realised in better performing
organisations irrespective of their accountability framework
because they are integral to good management.  To meet
management responsibility for efficient and effective use of
resources and to achieve high performance, organisations
need to introduce increased rigour and discipline into their
costing regimes and provide the necessary skills training.

2.24 The recently introduced accrual budgeting framework
will require organisations to define outputs, directly link them
to outcomes, and cost the outputs that are delivered, whether
these be service delivery to the public or policy advice.7

2.25 Currently, Schedule 2 of the Financial Management
and Accountability Orders, which are officially titled
“Requirements for the preparation of financial statements under
section 49 of the Financial Management and Accountability Act”
requires agencies to present revenue and expense information
by program and in particular, clause 11 (4) provides ‘where a
program provides goods and services to other programs (primary
programs), the costs of those goods and services are to be allocated to
those other programs’.

2.26 An analysis of the approaches adopted by a number of
agencies to allocate expenditure to programs has reinforced
the finding of this Report that most organisations in the APS
do not have effective cost information systems.

2.27 The ANAO found most agencies allocated direct
program expenditure as it is incurred, that is, using the coding
structure in the organisation’s FMIS.

2.28 On the other hand, the cost of goods and services
provided by corporate service programs to primary programs
(also known as indirect program costs) were, in the majority of

                                               
7 Management Advisory Board, op.cit, p. 1



Use of Cost Information

25

cases, allocated using cost drivers, predominantly on the basis
of staff numbers. For the most part, the drivers used were
considered to be appropriate because they adequately
represented the actual consumption of these indirect program
costs.  However, in certain cases, the drivers used were
considered to be largely arbitrary or subjective, because they
did not sufficiently reflect the nature of the cost being
allocated or the relationship between the cost and the target
program (in these cases, the driver could be said to be a
common rather then specific measure).

2.29 Only a small number of agencies allocated program
costs on the basis of information provided by their existing
cost systems.

2.30 The lack of detailed cost information and the resultant
need to use arbitrary or subjective allocation measures, further
confirm that a significant effort is required by organisations, in
a short period of time, if the benefits from the focus on
outputs and outcomes are to be delivered both internally and
externally.

2.31 Determining the full cost of an output, for example,
will require a more sophisticated understanding of the
organisation’s cost structure than was necessary to allocate
costs amongst programs. In addition, the use of arbitrary or
subjective allocations (based on common but potentially
unrelated factors) will not provide the level of, or confidence
in, information required for the effective management of the
performance of outputs.

2.32 As a result of the accrual budgeting initiative,
organisations will need to implement better practice costing
principles and understand and appreciate the value cost
information can provide to management for enhancing
departmental performance.

2.33 The implementation of better practice cost principles
will facilitate improved control and management of resources
by providing more accurate costs, more knowledge on cost
structures, including information on the factors which
determine costs and a greater understanding of the processes
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which contribute to the completion of each output and their
relative impacts.

 Recommendation 1
2.34 It is recommended that organisations assess the extent
they use costing information in terms of the components of
the development model referred to in Table 1 at paragraph 2.8.
Those organisations that are not at the ‘Final Stage’ should
develop and implement a plan to move the focus of their
costing system progressively to one that meets total
organisational demand.

 Recommendation 2
2.35 It is further recommended that organisations ensure
cost information is fully integrated into, or at least efficiently
interfaced with, their FMIS.

 Implementing the recommendation

2.36 Not all organisations will require the use of a dedicated
costing system. Some organisations may be able to obtain
sufficient cost information to meet their requirements through
regular cost studies or cost identification exercises.

2.37 Each organisation should identify its requirements
prior to determining the appropriate costing approach to be
used. Some of the factors that should be considered in this
assessment include:

♦ size and nature of the organisation’s operations and
environment;

♦ existing systems and data handling capabilities;

♦ availability of technology and other resources to
support the costing system;

♦ precision desired/needed; and

♦ practicality of developing and cost of data collection.

2.38 The Better Practice Guide, produced in conjunction
with this Report, will be designed to provide guidance to
organisations on the increased use of cost information through
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the development and implementation of better costing
systems.
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Chapter Three

The Costing Framework
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The Costing Framework

 The costing function

3.1 At its core, costing methodology aims to establish the
cost of the products and services (however defined) that are
produced by the organisation.

3.2 In its simplest form, there are two broad steps in the
costing process: the identification and collection of cost
information and the allocation of that information to the
products or services provided.

3.3 Traditionally in the APS, the calculation and use of
costing information have been the domain of the corporate
accounting staff.  While costing information can be used to
satisfy a range of diverse requirements, the focus of its use
has, as a rule, been re-active or even passive.

3.4 For example, as a result of external requirements, cost
information has been used to provide a basis for setting prices
or user charges, and to assist in the selection of preferred
providers (ie. capital acquisition and outsourcing decisions).

3.5 As mentioned in Chapter two, in the current
environment costing information should play a fundamental
role in the financial management information framework.
Having information on, and controlling the cost of, service
delivery is an essential part of management’s operational
decision making processes to improve performance in many
organisations.

3.6 In order to meet this broader role for the costing
function, organisations must have in place an adequate
framework to support the collection, explanation and use of
cost information. There are a number of fundamental
components which should be the basis of any effective
framework.

3.7 These components are discussed below.
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 Costing framework

3.8 The following are the fundamental components of an
effective costing framework:

♦ the existence of a supporting environment;

♦ the adoption of an effective approach to obtain
appropriate cost information; and

♦ an informed application of cost information.

 Supporting environment

3.9 An effective supporting environment provides the
basis for good understanding and proper calculation and use
of costing information.

3.10 Indicators of an effective supporting environment
include:

♦ clear and relevant policies and procedures, approved
by senior management, which detail the basis for costing
activities and charging for goods and services;

♦ staff familiar with the organisation’s structure and
processes and who are appropriately qualified or
experienced in costing practice and theory and are
responsible for implementing costing policies and
providing advice on costing matters;

♦ appropriate training provided to all staff and
managers regarding the cost approach.  This training
should be designed to provide an understanding of the
approach used and ensure an appreciation of the value
of cost information. Training should include the method
of data collection and the uses of cost information; and

♦ roles and responsibilities of staff involved in the
management of the costing approach are clearly defined
and well understood.

 An effective approach

3.11 The approach adopted to collect cost information
should take cognisance of the structure, complexity and
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diversity of the organisation, its activities, outputs, outcomes
and requirements for cost information.

3.12 The effectiveness of the approach is conditional upon
the integrity of the information assembled and the efficiency
of the processes used.

3.13 Indicators of an effective approach include:

♦ conduct of a needs analysis or cost benefit assessment
of the costing approach to be adopted;

♦ information collected as part of an ongoing cost or
resource management process;

♦ collection of full cost information;

♦ allocation methods based on the nature and pattern of
usage of costs;

♦ allocation methods regularly monitored to ensure
continued reliability;

♦ periodical review of cost information; and

♦ cost information collected, accumulated and reported
using specialised costing software, which is integrated
into, or at least makes use of, automatic interfaces with
the organisation’s FMIS.

 Applying cost information

3.14 Information on the source and behaviour of the full
costs incurred in the delivery of goods/services should be
captured continuously and consistently and used to support
and improve operational decision making.

3.15 Potential applications of cost information include:

♦ the basis for setting prices/user charges;

♦ an essential element of the management reporting
cycle;

♦ an integral part of the performance measurement
framework enabling management to identify activities
which are not efficient or cost effective;

♦ a resource allocation tool enabling management to
ensure the distribution of resources is properly weighted
toward those activities which make the greatest
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contribution to the final product and is consistent with
the actual pattern of resource usage;

♦ benchmarking in a contestable environment; and

♦ the means of determining the baseline cost of an
activity in an outsourcing project.

 Benefits of the framework

3.16 A costing framework exhibiting these fundamentals
will provide organisations with the ability to generate cost
information which has a greater level of accuracy,
accountability and integrity.

3.17 In particular, some of the benefits obtainable, which
will assist organisations move their costing systems to meet
total organisational demand, are as follows:

♦ costing and pricing practices are applied correctly
and consistently;

♦ advice and skills, including an improved
understanding of better practice costing principles are
transferred throughout the organisation;

♦ corporate memory is retained;

♦ useful information is provided to management
concerning the source and behaviour of the cost of their
activities; and

♦ the cost of each service or activity properly reflects
the resources which contribute to its production or
delivery.

3.18 An effective framework is particularly important in the
climate of change generated by the timetable for
implementation of accrual budgeting in the year 1999-2000.

 Results of the audit

3.19 Audit criteria were developed against the above
costing framework and used to assess each organisation’s
costing processes.
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3.20 Overall, the ANAO found not all aspects of an effective
framework were in place. The audit findings are discussed
below.

 Policies and procedures

3.21 A majority of organisations had promulgated official
policies and procedures regarding their costing and charging
activities and, in a number of those organisations, the ANAO
found the following inadequacies in the information provided.

3.22 At times there was a lack of information concerning the
specific costing and pricing issues faced by the organisation
and, as a result, the policies were of limited assistance in
gaining an understanding of the organisation’s circumstances.

3.23 On the other hand, a number of policy and procedure
manuals outlined the specific costing activities to which they
were directed, but lacked general information concerning
costing matters, including principles, definitions and
methodologies.

3.24 In addition, some policies and procedures had not been
approved by the organisation’s senior management.

 Resources — skills and knowledge

3.25 Most organisations had established sections
responsible for costing matters, including the coordination
and dissemination of policy and advice and the development
of costing methodology.

3.26 In more than half of the organisations reviewed,
detailed training in costing matters was not available to all
staff, including managers.

 Cost allocation

3.27 In the majority of cases, allocation methods used by
organisations relied on cost drivers (ie. factors that cause
changes in, or influence cost levels).  The cost drivers used
ranged from cause or effect measures which had a strong
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correlation to the cost being allocated, to measures which were
more arbitrarily or subjectively derived.

3.28 Overall, while such measures were found to produce
reasonably accurate results, in many cases the ANAO
considered the use of cost drivers to be less effective because
the resultant allocation did not correctly reflect the pattern of
resource usage nor provide reliable information on the source
and behaviour of costs.

3.29 In a minority of cases, a greater level of accuracy and
reliability has been achieved through the direct assignment of
costs.

3.30 For example, two organisations regularly obtained
statistics or estimates of resource usage (mainly staff time) to
provide the basis for tracing costs to particular activities or
outputs.  In addition to providing greater costing accuracy,
these techniques furnished managers with a higher level of
information and confidence concerning the costs incurred by
their activities.

3.31 A further technique, which was only used in a small
number of cases, was the direct assignment of costs through
their identification and accumulation using the organisation’s
FMIS.

3.32 The audit also found that, in a majority of
organisations, there was no system of periodically monitoring
allocation techniques to ensure the latter remained valid and
provided reasonably accurate information.

 Full cost

3.33 Accrual information was not generally available from
organisations’ accounting systems. Therefore, full cost was
determined by adding an allowance for non-cash items to
approved cash budgets.  Two organisations, however, used
their most recent audited financial statements to obtain full
cost information.

3.34 In most organisations, the audit found accrual
accounting principles were properly applied.  Where this was
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not the case, the most common deficiency was that the
calculation of costs was not adjusted for non-cash items, for
example depreciation of non financial assets.  In the case of
depreciation, the ANAO found the error was compounded by
incorrectly including an estimate of capital expenditure in the
assessment of costs as well.

 Setting prices/user charges

3.35 The audit generally found that cost information was
being properly used for the purposes of setting prices and
user charges.

3.36 Overall, while the level of documentation supporting
pricing decisions was adequate, in a small number of cases the
ANAO considered that the level of documentation for pricing
decisions, including details of assumptions and other analysis,
could be improved.

3.37 In several organisations, the audit also found potential
for the incorrect assessment of fees, including cross
subsidisation, due to:

♦ indirect costs not being properly considered in the
assessment of user charges; and

♦ underlying assumptions relating to the cost allocation
rules not being revalidated to ensure that they remained
accurate and appropriate.

 Calculating baseline costs

3.38 Overall, the audit found baseline cost exercises, while
generally producing reasonably accurate results, were often
undertaken in an unstructured way and, at times, did not
include an allowance for all overhead costs, for example, costs
associated with corporate support functions.

3.39 In addition, the approach used by the majority of
organisations had not fully addressed all relevant
considerations, such as the full cost of contracting out (which
includes contract management and transition costs).

3.40 Only one organisation had formally documented and
approved the costing methodology it used, including the
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sources of information, for the determination of the baseline
cost of the activity.
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Recommendation 3
3.41 To assist moving the focus of their cost information
towards satisfying total organisational demand (paragraph
2.34), it is recommended organisations review their current
processes to ensure the costing fundamentals discussed at
paragraphs 3.8 to 3.15 are in place.

3.42 As part of this review, it is further recommended,
organisations ensure that the audit findings discussed at
paragraphs 3.21 to 3.40 are also considered and addressed as
necessary to their individual circumstances.

 Implementing the recommendation

3.43 Organisations should refer to Appendices 2 (Cost
allocation) and 3 (Policy documentation), which have been
included to provide guidance on these aspects of an effective
framework.  Additional guidance on baseline costing is
available from the following documents produced by the
Department of Finance and Administration:

♦ “Performance Improvement Cycle - Guidance for

♦ “Competitive Tendering and Contracting - Guidance

Canberra ACT P. J. Barrett
11 December 1998 Auditor-General
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 Appendix 1

 About the audit

Background

The ANAO decided to undertake a review of the use and collection of
costing information at this time because it identified that effective costing
of government activities will play a significant role in the implementation
of the financial management reforms facing the APS.

Foremost in this regard is the introduction of the accrual budgeting
framework and the Performance Improvement initiatives, both of which
require organisations to identify the full cost of the services they deliver.

Objectives, scope and focus

The objectives of the audit were to assess the appropriateness and
effectiveness of approaches adopted for capturing and using costing
information and to identify better practices which could be disseminated
throughout the APS.

An assessment has also been made as to whether these approaches are
sufficiently developed to support the requirement for cost information
following the introduction of the accrual budgeting framework.

Evaluation criteria

In satisfying the objectives of the audit, the merits of the costing
approaches were evaluated against the following criteria:
♦ existence of a supporting environment;

♦ adopting an effective approach to obtain cost information; and

♦ applying the cost information appropriately.

Approach

Evidence supporting the audit findings and conclusions was obtained
from discussion with organisation management and staff and through
review of relevant documentation.
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Performance information

The total cost of the fieldwork phase of the audit, including production of
this Audit Report was $260,000. The average cost of the fieldwork at each
of the 10 organisations reviewed was $12,300.

A total of 23 recommendations for improvement were made in relation to
the results of the fieldwork in each organisation.

Planning for the audit commenced in February 1998, with detailed
fieldwork, including reporting to the selected organisations undertaken in
the period April 1998 to August 1998.

The total time elapsed from the commencement of planning to tabling of
the report was 9 months, which is outside the 6 month benchmark used by
the ANAO as a performance measure for the timeliness of the conduct of
FCA audits.
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 Appendix 2

 Cost allocation techniques 8

Table 2: Cost Allocation Techniques

Technique Description

Direct Assignment (Cost centre coding) costs are allocated to cost centres as they are 
incurred; usually as they are coded for posting to 
the FMIS

Metering cost are allocated on the basis of staff time or 
resource usage (for example photocopier meters, 
vehicle logs or CPU time)

Cost drivers(cause and effect) costs are allocated on the basis of relationships 
which can be demonstrated 

Cost drivers(arbitrary or prorata) costs are allocated on the basis of common but 
potentially unrelated factors 

Source: ANAO

It is preferable to use direct assignment and metering techniques in the
allocation of direct costs. It would generally not be cost effective to allocate
indirect costs using these techniques.

Although cost drivers can also be used to allocate direct costs, it is
generally more appropriate if they are used for the allocation of indirect
costs.

Direct costs are those costs which, by their nature, are capable of being
traced or assigned to an activity or good/service, and typically include
employee related costs, depreciation, printing/stationery and consultancy.

Indirect costs are those costs necessary incurred in the provision of the
whole organisation’s function and which need to be attributed across its
activities or goods/services. This includes for example, utility costs,
building costs and corporate support costs.

Cost centre assignment is the most direct form of allocation and is likely to
produce the most accurate results. The allocation of costs is based on clear

                                               
8 This Appendix draws on information contained in  Managing  for Outcomes - Draft Output Costing Guidelines,

Queensland Treasury, November 1997
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relationships between the cost incurred and the service provided. The
ability to use this technique effectively, depends on the capability of the
organisation’s FMIS to capture and allocate the information.

Metering is a sophisticated technique which is also based on relationships
between the cost incurred and the service provided.  However, metering
can be time consuming and expensive to implement. There are two types
of metering, commonly known as direct and appraisal.

Direct methods measure the actual usage of resources on an ongoing basis.
The most obvious example is the allocation of labour costs based on the
actual time spent on particular activities (information taken from a time
recording system).

Appraisal methods allocate costs on the basis of estimates of actual staff
time or resource usage using a pattern established over a prescribed time
period. An example of an appraisal method is sampling. Sampling
measures actual staff time or resource use for a finite period of time and
extrapolates it to the longer period.  Another form of appraisal is the use of
interviews, questionnaires or surveys to establish a pattern at a point in
time.

While appraisal techniques will be cheaper to implement than direct
allocation methods, the results can be invalidated if the statistics gathered
are not appropriate or credible, particularly as a result of workflow
variations or if the data collected are not accurate and complete.  To
overcome these difficulties, workload indicators or other statistics should
be regularly collected or monitored and the data collection phase should
be supported by implementing a series of checks on the veracity of the
data.

Cost drivers are the least sophisticated technique but will be cheaper to
implement.  It is preferable if the cost drivers used (for example number of
staff, number of PCs/terminals, salary expenditure or proportion of floor
space) are representative of a relationship between the cost being allocated
and the cost object. At certain times, however, the use of arbitrary cost
drivers may be appropriate, given the nature of the expenditure being
allocated.

The choice between allocation techniques should consider the materiality
of the costs being allocated, the cost of the method used, the precision of
the output desired and the level of information useful to management.
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 Appendix 3

 Content of Policy and Procedural Documentation

As a minimum, policies and procedures should contain the following
information:

Background information

♦ discussing the uses of cost information in the organisation

♦ providing guidance on cost methodologies which are available

Costing matters

♦ describing cost methodology(s) used by the entity

♦ outlining the methods of classifying direct and indirect costs

♦ detailing the methods of assigning direct costs and attributing indirect
costs

♦ level of detail to be documented

♦ procedures for reviewing cost accounting approaches

Pricing/charging matters

♦ defining the circumstances in which the organisation charges for the
goods and services it provides and the circumstances when it does not
charge

♦ defining the basis for setting prices (including the different basis for
unit costs eg, hourly rates and flat rates)

♦ detailing pricing strategies

♦ outlining what costs to include and how these costs are to be obtained

♦ providing for charges to be reviewed periodically and whenever
changes in cost structure are known to have occurred

♦ guidance on competitive neutrality principles.
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Series Titles
Titles published during the financial year 1998-99

Audit Report No.1 Performance Audit
Corporate Governance Framework
Australian Electoral Commission

Audit Report No.2 Performance Audit
Commercial Support Program
Department of Defence

Audit Report No.3 Performance Audit -
Follow-up
Assessable Government Industry
Assistance
Australian Taxation Office

Audit Report No.4 Performance Audit
Client Service Initiatives
Australian Trade Commission

Audit Report No.5 Performance Audit
Commonwealth Agencies’ Security
Preparations for the Sydney 2000
Olympics

Audit Report No.6 Audit Activity Report
Audit Activity Report:
January to June 1998
Summary of Outcomes

Audit Report No.7 Performance Audit
Management of the Implementation of
the New Employment Services Market
Department of Employment, Education,
Training, and Youth Affairs

Audit Report No.8 Performance Audit
Safeguarding Our National Collections

Audit Report No.9 Performance Audit
Accountability and Performance
Information
Australian Sports Commission

Audit Report No.10 Performance Audit
Sale of One-third of Telstra

Audit Report No.11 Performance Audit
OGIT and FedLink Infrastructure
Office of Government Information
Technology

Audit Report No.12 Performance Audit
Taxation Reform
Community Education and Information
Programme

Audit Report No.13 Performance Audit
Aboriginal and Torres Strait Islander
Health Program
Department of Health and Aged Care

Audit Report No.14 Performance Audit
Prescribed Payments Scheme
Australian Taxation Office

Audit Report No.15 Performance Audit
Postal Operations
Australian Customs Service

Audit Report No.16 Performance Audit
Aviation Security in Australia
Department of Transport and Regional
Services

Audit Report No.17 Performance Audit
Acquisition of Aerospace Simulators
Department of Defence
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Better Practice Guides

Asset Management Jun 1996

Paying Accounts Nov 1996

Audit Committees Jul 1997

Public Sector Travel Dec 1997

Controlling Performance and Outcomes Dec 1997

Protective Security Principles (in Audit Report No.21 1997-98)

Management of Accounts Receivable Dec 1997

AMODEL Illustrative Financial Statements 1998 Jul 1998

New Directions in Internal Audit Jul 1998

Security and Control for SAP R/3 Oct 1998


