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[bookmark: _Toc479288104]Background to the Costing Segment
[bookmark: _Toc479288105]Relevance of Cost Accounting, Methodologies and the Application thereof within the Context of mSCOA
The content of this section needs to be read with the National Treasury Guideline on Costing Methodology.  Furthermore, the purpose is not to provide comprehensive content on “costing methodologies and underlying principles” but rather to contextualise the classification included in the mSCOA Costing Segment.  
Cost is an important element of the decision-making process for setting municipal tariffs.  Information about costs is relevant even when the municipality provides goods and services for free or for a nominal consideration as a result of national/ municipal policy decisions, or when tariffs are set on the basis of market prices.  
Cost information can be used for cost control and reduction; for example, with appropriate cost information, managers can: 
compare costs with known, or, assumed benefits of activities; identify value-added and non-value-added activities; and, make decisions to reduce resources devoted to activities that are not cost-effective; 
compare cost changes over time, identify their causes and take appropriate action; for example, take steps to improve efficiency; 
identify and reduce excess capacity costs; 
compare costs with similar benchmark activities; find the causes for cost differences; and, take appropriate action; for example, revise and improve business processes; and
through the municipality's performance management systems, enforce a culture with managers to analyse cost behaviour.  Every manager should after careful consideration of all the consequences of their cost behaviour, take appropriate action.  Unless initiative is taken by managers to analyse cost behaviour, inefficiencies may emerge, continue, and grow for a long time before the need for action becomes obvious. 
Interest in performance measures is increasing, resulting in municipalities establishing systems to better report this information.  When measuring performance, both financial and non-financial measures should be included. Performance measurement is generally more effective when these measures are interrelated.  Cost itself is a measure of financial performance.  It is important to note that the mSCOA tables and the content of this document only deals with financial information.  Non-financial information currently falls outside the scope of the mSCOA project.  
Managers of programs, (if they understand the managerial advantages of measuring their performance), are likely to put pressure on the organisation for increased performance monitoring.  Program managers can improve their operational performance from three perspectives — quality/ productivity, cycle time, and cost.  If a manager brings cost (in balance with the other measures) into the decision-making processes, better decisions can be made. 
A municipality can evaluate its service efforts and accomplishments. For example, the municipality can combine cost with an effectiveness measure to assess the cost-effectiveness of its service/ goods.  A municipality can also use the following measures: 
· Measures of service efforts — these are resource costs and other measures of the inputs used to provide the services. 
· Measures of accomplishments — these are outputs (the services provided) and outcomes (the effects of those services). 
· Measures that relate efforts to accomplishments — these are, for example, the cost per unit of the various outputs. 
The public and legislators can use the cost of services (combined with appropriate performance measurements) to evaluate the municipality's deliverables.  Whether or not reported publicly, the cost of services is a factor in making policy decisions related to program authorisation, modification and discontinuation. 
Accrual accounting forms the basis for municipal budgeting and management information.  Recognition of the need for cost accounting in “right sizing, eliminating inefficiencies and privatisation” triggered the increased use of cost accounting and the development of systems to support cost accounting.  This will also motivate municipalities to use cost accounting more, which will result in more cost accounting systems being developed. 
When starting to implement a cost system, a municipality may initially choose to only maintain limited cost information.  As the municipality gains knowledge of its exact requirements and the likely costs of gathering the additional data, it can progress to a more comprehensive system.  The mSCOA classification enables exactly this by providing for “minimum requirements”, but sufficient enough in detail to accommodate more sophisticated costing applications.  When comparing for example, the mSCOA costing segment to the costing system of some of the municipalities, it is clear that these municipalities have a far more advanced costing system (based on “activity based costing”).  mSCOA enables these municipalities to continue transacting on its advanced costing module yet meet the minimum requirements provided for in mSCOA.
When considering how to improve the quality of available information, the National Treasury (mSCOA Project Team) considered the advantages of using cost accounting for management purposes in addition to accrual accounting for financial reporting.  In theory and research there are a number of approaches that governments in different circumstances can adopt to progressively implement cost accounting.  This is a principle used to define the classification framework of the mSCOA Costing segment.  
The municipality's financial accounting system usually provides the value of the resources used or sacrificed in relation to any particular cost objective.  This is for two basic reasons: 
It improves understanding of cost data which is consistent together with financial accounting data; and 
the cost efficiency of generating the cost data (based on, or integrated with an existing system of accounting). 
Financial accounting standards govern the flow of costs into the operating statement.  The following discussion of the Standard of GRAP is in terms of property, plant and equipment, inventory and costs related to these assets.  It is however important to note that other standards also affect the flow of costs. 
Determination of the values for inventory; property, plant and equipment; and in terms of the Standards of GRAP can briefly be summarised as follows: 
Historical cost (incurred by the entity) is the general basis for the initial valuation of these assets to bring: 
· inventories to their present location and condition; and 
· property, plant and equipment to working condition for their intended use. 
Specific types of costs are excluded from these valuations.  Administrative and selling costs, development and preproduction costs, and storage costs are excluded unless they are directly attributable to inventories or property, plant and equipment.  Abnormal amounts of wasted material and labour and excess capacity costs are also excluded. 
Costs resulting from related party transactions are reflected in inventories and property, plant and equipment on the basis of the prices assigned to the transactions. 
Under the Standards of GRAP 17 Property, Plant and Equipment allowed an alternative treatment for property, plant and equipment to be revalued regularly to fair value. 
The Standards of GRAP do not deal comprehensively with the costs of deferred maintenance; the capital costs of holding inventory and property, plant and equipment; or, the values of natural resources. 
Processing costing accumulates costs by individual processing “functions” and then finally by outputs of the municipality.  The output of “sub-function” either becomes the input of the next “sub-function” in the production flow or becomes a part of the end product output.  Normally, each “sub-function” reports its costs, the completed units, and the work-in-process volume for each reporting period.  When completed units are transferred from a “sub-function” to the next “sub-function”, the costs of those units are also transferred and are eventually incorporated in the cost of the municipality’s end product, being a service. 
In municipalities, process costing would typically be used by functions that involve repetitive processes to deliver services to the poor.  An example is providing informal settlements with basic services involving a series of consecutive and repetitive processes of reviewing applications to establish eligibility, computing the amounts of benefits and issuing checks. 
Job order costing accumulates and assigns costs to discrete projects or jobs.  Resources consumed are identified with a job code rather than a process.  This method is appropriate for functions that produce special-order products or perform projects and assignments that differ in duration, complexity or input requirements.  Job-order costing may be used in connection with the servicing and maintenance of fleet or specialised vehicles, special requests for services such as site cleaning or repair work to infrastructure and other municipal properties. 
Some municipalities may wish to set information requirements at the activity level, an even lower level than processes or jobs.  The concept of “Activity Based Costing” is that activities consume resources, although activities may sometimes be congruent with processes, if processes are defined narrowly. “Activity Based Costing” can be used in conjunction with job-order costing or process costing to enhance the accuracy of these costing methods.  This method is not encouraged by National Treasury due to the complexities involved, sophisticated system requirement and ultimately cost versus benefit considerations.  
The cost system’s functionality needs to include a report generator with capacity to generate a variety of reports needed by management or to satisfy financial reporting requirements.  To benefit from this capacity, the required data must be captured in the system and the rules for capturing, distributing, and calculating the information must be pre-defined. 
Cost accounting explained in the cost of accrual accounting budgeting (with some examples):  
It is integral to an accrual-based budget, as it is combined with funds control in a budgetary system that focuses on both cost and cash,
Cost containment measures are fundamental in setting municipal budgets and expected to gain more emphasis over the coming years.  
It redefines reporting, following the implementation of mSCOA within the Local Government to give justice to the implementation of cost-related information in the financial statements, budget tables and treasury-oversight reporting.  A number of factors will affect the information to be included, including the degree of expected audit assurance; how much cost control National/ Provincial Treasury wants to exercise in overseeing municipal operations; and, the public’s interest in the cost of functions and service delivery outputs. 
The “Cost” segment provides for the classification of indirect (secondary) costs that do not directly attribute to the output and are sometimes referred to as activity based recoveries, for example labour; vehicle; plant and equipment; internal service charges (internal billings), and, departmental charges - for example office rental; audit fees; and, procurement. 
Indirect cost (secondary cost) is initially recorded as primary cost within the “Item” segment and funded according to the indicator selected in the “Funding segment”.  
The cost indicator within the “Costing” segment provides for the re-distribution of these primary costs between functions (no change in the funding source); together with indicators provided in the “Function” segment.  The “Project” segment provides the classification link to these indicators and specific projects. The “Item”, “Fund” and “Region” Segments are recorded as “Default” in the case of cost distribution. As such the Costing segment facilitates management accounting and improved tariff modelling/ setting.

[bookmark: _Toc479288106]Purpose of this Segment
Management Accountants/ Tariff modelling.  The Design Principles acknowledge a gradual approach, for example “administrative functions to commercial services” will suffice.

The purpose for including this segment in mSCOA is to provide for the recording of full cost reflection for at least the four core municipal functions, being electricity, water, waste water and waste management services, as a minimum requirement (for now).  Focusing on these functions is essential for setting cost reflective tariffs as these four services are the most significant revenue generating functions within municipalities.
The direct (primary cost) is accommodated in the account set-up within the “Item” segment: Expenditure.
The introduction of the Costing segment is responding to the demand by local government practitioners for guidance and tools to identifying the cost (see the table below) of providing a service to their customers.  
It addresses the gap within a sector and provides the functionality to produce consistent data on the actual cost of a service; with the added ability to benchmark with other municipalities with a better or improved degree of confidence. 
 
[bookmark: _Toc479288107]Elements of Accounting for Costs
In the table below, hidden costs are also reflected, these are typical costs whereby a donation or free time from the community is received to render a particular service. Should this goodwill gesture from the community cease then these costs to render the service should be factored in the tariffs to ensure continuity of the service.     
[image: ]
The adopted principle on cost allocation in using the “Costing” segment and in the context of helping to promote a structured and consistent approach to allocating costs during the business process, will lead to improved cost reflected tariffs.  This process will help the municipality to improve its understanding of the principles and techniques of cost allocation, across the municipality, functions, projects and so allow for cost comparison and benchmarking.
This classification framework provides to local government, “a common cost architecture approach” to ascertain costs, as this will enable the municipality to compare service costs by clarifying the actual cost drivers in the whole chain of events for the provision of a particular municipal service.
Extracting information from the “Cost” segment within mSCOA would thus provide approximate full cost information for the defined core municipal functions.  Typically, the “Function” segment would identify the core service as being electricity, water, waste water management and waste management.  The “Costing” segment is used to derive the full cost dimension. 
[bookmark: _Toc479288108]Cost Recovery Approach
The typical “cost recovery approach” is explained in the table below.  The National Treasury is not at present concerned with which method or even a combination of methods the municipality adopts.  National Treasury do however, at this stage suggest that the municipality use a hybrid approach, but if a municipality has the capacity and it is cost efficient, a simplified activity based costing method (usage or benefit approach) is recommended.  
Standardisation of “cost recovery approaches” will only be of concern once municipalities are able to meet “minimum classification requirements” in recording cost allocations within the general ledger accounts and mSCOA segments.  
The table below presents a summary of the content contained in the National Treasury Guideline on the Costing Methodology.  Please refer to the reference material for a more comprehensive discussion:  
	Classification 
	Definitions

	Pro Rata Approach
	Use this approach where it is not possible or too costly to identify actual resource usage.  
The approach starts with the cost data as found in the municipality’s general ledger.  
In the context of mSCOA the function in combination with the primary cost depicted in the “Item segment:  Expenditure” component.  
The costs are allocated on a proportionate allocation basis to outputs by using measures such as:
· number of staff involved in production of the output as percentage of total staff;
· direct resource use in the production of the output as a percentage of total resource use; and
· the budget consumed for the output as a percentage of the total budget.

	The “Usage” or “Benefit” Approach
	The “usage” or “benefit” approach looks to build from the bottom up, starting with the activities themselves (for example, processing a service requirement) and calculating the resources they consume.  
Costs are then attributed to these activities, which in turn can be summed to calculate the cost to serve an end-to-end process.  Actual resource usage may be estimated in several ways.  
Examples of methods of apportioning the indirect cost pool include direct observation, time sheets (in the case of indirect staff costs) and log sheets (in the case of vehicle and plant and equipment). 
The method used must be well documented, verifiable and efficient.  
This type of indirect cost measurement can in practice be linked to an activity based costing method, but it needs to be adjusted for practical reasons.  


[bookmark: _Toc348643444]
[bookmark: _Toc479288109]Illustration – High-level Classification
At the highest level the Costing segment structure distinguishes between “Charges” and “Recoveries” followed by account groups for “Departmental Charges (Support Services), Internal Billing and Activity Based Recoveries”:

Definitions:
Charges/ Recoveries:  Distinction is made between "charges to receiving departments and recoveries made by sending departments".  The “sending department” provides goods or services to the “receiving department” based on rates/ tariffs determined internally by the municipality in terms of the municipality’s costing methodology.  Recording of the transaction in mSCOA thus impacts on the Function, Costing and Municipal Standard Classification segments.  Default will be applicable within the Regional Indicator, Project, Funding and Item segments.  The illustration below attempts to explain the concept in a simplified version not dealing with specific accounts in mSCOA.  
Department providing the service/ goods:  Debit to the “receiving department” by selecting the appropriate account from the Function and Municipal Standard Classification with the account from “Charges” for the Costing segment.
Department receiving the service/ goods:  Credit to the “sender department” by selecting the appropriate account from the Function and Municipal Standard Classification with the account from “Charges” for the Costing segment.
Departmental Charges/ Recoveries (Support Services):  This refers to the allocation of overheads to a cost centre used by multiple functions, such as Information Technology; for example, pro rata allocations based on the number of service points or users such as the electricity department.  Some applications refer to assessment charges.  The “receiving department” is charged by the “department providing the support services”.  
· Charges:  This classification provides for the recording of the “charge-out” recognised by the receiving department.
· Recoveries:  The “provisioning department” effect a charge to the receiving department, resulting in a recovery to the department, classified as a recovery. 
Activity Based Charges/ Recoveries:  This refers to the actual allocation of resources (used or benefit method) used by various departments; for example, allocation of labour is based on time sheets, and the allocation of vehicles and plant equipment is based on log sheets.  The “provisioning department” charges the user or receiving department and accordingly makes a recovery.  
· Charges:  This account provides for recording the “charge-out” to the receiving department.
· Recoveries:  This account provides for recording the “recovery” made by the provisioning department.
Internal Billing:  This refers to departmental use of internal services such as electricity, water, waste water management and waste management, for example cost allocation for the electricity department’s water. The services are measurable or quantifiable, for example a water meter at the electricity depot.
· Charges:  The classification provides for the department receiving the service or goods.
· Recoveries:  This classification provides for the department providing the service or goods.
Default:  All transactions not relevant to the allocation of secondary cost (primary transactions) to be classified within this account.
[bookmark: _Toc348643445]
[bookmark: _Toc479288110]Design Principles
The following design principle(s) have been used in preparing the segment outline:
Principle 1:  mSCOA - The segment outline and detail classification provide for all possibilities as a “master mSCOA” from which each municipality selects the accounts needed to “populate” their chart of accounts.
Principle 2:  Municipal Entities and Agencies - Recording of transactions in this segment will be done according to the principles determined for municipalities.  References made to “municipality” must be read as also referring to “municipal entity”, unless indicated otherwise.  
Principle 3:  Legislative and Regulatory Requirements - The research and development into the segment, categories and detail accounts were guided by the legislation and regulations read with circulars and guidelines issued by the National Treasury and summarised in the table below.  Furthermore, brief comments on any changes to a circular or guideline (issued by the National Treasury) following the mSCOA Regulation are provided in the “Proposed Changes Column” of the table.
Principle 4:  Linking Transaction by Business Process to mSCOA - Business processes are the set of activities taking place from the initiation of a process to the completion thereof.  Typical in the context of financial reporting a source document from an activity within a business process initiates the activity to flow through a defined business process ultimately resulting in the transaction to be captured within a financial model in the system and updating the municipality’s general ledger. mSCOA provides a classification structure within the general ledger to “record” transaction information within “fields” within the database functioning in the background of the municipality’s financial application.
Principle 5:  Category Links and Programming Rules - Category links and business rules refer to programming rules that system developers of financial and business applications for local government are required to provide for in their applications.  The considerations listed may not be complete, considering the development stage of this project, and might need to be enhanced as the consultation with the various stakeholder groups evolves.  
Principle 6:  mSCOA Detail Accounts - Labels and accounts are defined to have readily available the information needed for local government budgeting (annual budgets, adjustment budgets and the service delivery- and budget implementation plans (SDBIP’s)) and reporting (monthly, mid-year performance assessment and annual financial statements).
Principle 7:  mSCOA Definitions - The master mSCOA provides definitions for all accounts and reporting levels, to assist practitioners in achieving consistency in recording transactions of a similar type or nature between municipalities, to enhance the comparability of information and report extraction.
Principle 8:  Annual Financial Statements and Budget Reporting Formats - Alignment of budget and reporting formats with the Standards of GRAP applicable to the different categories of municipality, especially recognising that local government uniquely operates in an accrual accounting and accrual budgeting environment.
Principle 9:  The Standards of GRAP - The mSCOA Classification provides for sufficient classification to, amongst other reporting requirements, present annual financial statements as required in terms of the Standards of GRAP Reporting Framework, outlined in Directive 5 determining the GRAP Reporting Framework[footnoteRef:1] (2017/2018) issued by the Accounting Standards Board.  The work plan of the mSCOA Technical Committee will be informed by the changes made to the Reporting Framework and resultant Standards of GRAP for annual consideration in updating the mSCOA Classification and Reports. [1:  Compliance to the Standard of GRAP in terms of presentation to be confirmed through Phase 2 described in the Position Paper on Reporting.  ] 

Principle 10:  Reporting - The Position Paper on Reporting defines the phased approach envisaged for achieving the ultimate position on “seamless alignment” between the annual financial statements and Budget Reporting Tables as defined by the Municipal Budget and Reporting Regulations, 2009.  This milestone will further enhance and be the final compliance check in ensuring that the mSCOA Classification provides for sufficient classifications to comply with the presentation requirements dealt with in the Reporting Framework.  The collective reference made to “reporting” refers without exception to the Budget Reporting Tables, In-year Reporting, Monthly Returns and Annual Financial Statements.  
Principle 11:  Economic Reporting Format - The Economic Reporting Format of September 2009, identifies the categories for transfers as being transfers received from other governmental units (national, provincial and local government (specific in the context of municipalities, district municipalities)), higher educational institutions, foreign government and international organisations, public corporations, private enterprises, households and non-profit institutions.  The Municipal Budget and Reporting Regulations, further distinguish between transfers recognised operational and capital, contributions and public donations and contributed assets replaced in mSCOA with these categories.
Principle 12:  NERSA Regulatory Reporting Requirements - NERSA as explained in the Regulatory Reporting Manual Volume 2:  Electricity prescribes and provides guidance to the regulated entities in the electricity Supply Industry on the format, content, preparation and submission to the Energy Regulator of required information to enable NERSA to perform its functions.  NERSA is the custodian of the NERSA Regulatory Reporting Requirements and this principle will oversee and enforce their requirements included in the relevant sets of legislation.  
Principle 13:  Department of Water and Sanitation (DWS) Reporting Requirements – The Department has been instrumental in guiding and informing the setting-up of the classification requirements for the water and waste water functions municipalities provide.  Important in the selection of accounts to be activated within the system application is the municipality’s readiness to comply with the DWS Reporting Requirements.  DWS is the custodian of the Reporting Requirements and thus will oversee and enforce their requirements included in the relevant sets of legislation.  
1. Principle 14:  Level of Detail – A municipality may add detail breakdown-levels in addition to that provided for in the mSCOA chart of accounts at their discretion.  However, adding detail needs to be carefully considered, being the exception rather than the principle. The indicators provided to guide on the posting level and breakdown required reflect the minimum requirements from the National Treasury’s perspective.  
Discretionary breakdowns added by the municipality as explained ARE NOT INFORMATION National Treasury has an interest in and thus cannot be part of the string downloaded for upload by the National Treasury: Local Government Database and Reporting System.  
Breakdown required however, provides for information that MUST BE ADDED BY THE MUNICIPALITY and National Treasury has an interest therein.
The table below explains the indicators used in the columns provided for in the mSCOA Tables for the Regional segment:


	Indicator
	Yes
	No

	Posting Level
	Defines the level of capturing the transaction.
	Not a posting level, therefore follow the guidance for breakdown required and the principle as explained for detail to be added.  

	Breakdown Required
	The municipality is required to define the level for capturing the transaction, expand the parent-child code structure and adopt the guide of the parent.  
	National Treasury is not interested in further detail, but the municipality may add detail at its own discretion.  This will not be extracted for reporting to the National Treasury.  



[bookmark: _Ref425924500]Principle 15:  Charges and Recoveries - Distinction is made between charges and recoveries in separate groups of accounts.  Cost allocation transactions contain both these elements in processing the debit and credit components of the transaction.  At any given point in time “recoveries and charges” must be equal in value (The nett of costing must always be zero).  Recoveries refer to allocation of cost by the sender to the receiving department, being the recipient of the service or allocation.  Charges indicate the cost allocated to the recipient of the services by the sender department. 
Principle 16:  National Treasury Costing Methodology Guideline for Local Government - This Guideline addresses the gap in the local government sector in the ability to produce consistent data on the cost of rendering a trade service.  It also provides the ability to benchmark a service against other municipalities with a certain degree of confidence.  This section of the mSCOA Classification Framework provides for the cost elements to enable recording of the transactions inherent to reflecting the charge out to the receiving department and the recovery for the sender department.  The content of the guideline serves as the basis for the design reflected in this segment.  
Principle 17:  Secondary Costing – The mSCOA Classification provides the “minimum requirements” for municipalities to do cost allocations or re-allocations between departments (municipal standard classification) and functions within the mSCOA Classification Framework.  National Treasury recognised the complex nature of cost allocation methodologies, inability of municipal systems pre-mSCOA in providing for costing methodology applications and the lack of uniform practices supported by reference material peculiar to the municipal environment offering practitioners support.  Municipalities are in various stages of implementing the National Treasury Guidance and therefore the classification structure provides for municipalities to expand the account structure at own discretion to provide for specific peculiarities associated with the methodology adopted by the municipality.  However, this is not for reporting to National Treasury, but only for internal municipal analysis and reporting. 
Principle 18:  The Cost of Individual Service – A key objective is to highlight the total cost of identifiable services.  It is normal for overheads to be recharged to services and for these charges to be recorded by those services according to the origin of the recharge (for example the finance department recharge).  Recharges typically come from support departments to trading operations, but could also be between two front-line services within a municipality.
Principle 19:  Elimination of “Recharges” for Consolidation Purposes – Basic principles of consolidation dictate that charges within the parent municipality should be eliminated leaving only the externally-raised income and expenditure with the outside world in the consolidated statements.  The Standards of GRAP only require that for certain disclosures (for example staff costs), the true total of an item be shown, excluding recharges.  mSCOA also aims to produce useful data for policy and national account purposes which require data in this format.  For all these reasons, it is necessary that internal charges are disregarded in preparing annual financial statements and being accounted for in accordance with its expenditure nature.  Therefore, internal cost recovery is dealt with in the “Function” and “Costing” segments, as not to interfere with the nature of spending for annual financial statement reporting purposes.  At a posting level distinction is made between “recharges (charges) and recoveries”.  
Principle 20:  Customisation of Proposed Model – Various methodologies exist for the apportionment of costs towards specific processes.  A higher level of complexity does not automatically imply that the method is superior.  A more complex system will yield more accurate results; however, a more granular approach may be more suitable.  The argument between accuracy and complexity needs to be balanced through adopting an approach that is manageable, not over complicated and fit for the purpose.  However, a trade-off needs to be struck between accuracy and the cost of collecting information.  mSCOA does not favour any specific methodology but attempts to provide a classification conducive to multiple methodologies.  The end-result is that the operation must be as simple as possible but still provide for maximum accuracy.  The model as provided for in mSCOA provides a simple classification to extract information on common areas but subject to “recharge” to functions within local government.  The model is not necessarily complete and therefore this section of the classification provides for customisation according to the needs of the municipality
Principle 21:  Capitalisation of Cost Allocation to Fixed Assets – The allocation of cost to self-constructed fixed assets need to be done in accordance with the requirements as set-out in the Standards of GRAP relevant to the type of fixed asset and the recognition of cost to be included in “initial cost”.  Reallocation of primary cost to fixed assets is achieved with journal transactions and NOT the costing segment.
Principle 22:  Account Number Structure – The account structure comprises 13 levels of which the first level contains alphanumerical data to identify the Costing segment, followed by the identification of “charges” and “recoveries”, and the methodology which is being used, namely “Departmental Charges”, “Internal Billing”, and “Activity Based Costing”. The prefix “CO” identifies the Costing segment.  

[bookmark: _Toc348643446][bookmark: _Toc479288111]Legislative and Regulatory Requirements
The research and development into the Costing segment, categories and detail accounts were guided by the legislation and regulations read together with circulars and guidelines issued by the National Treasury and are summarised in the table below.  Furthermore, brief comments on any changes to a circular or guideline (issued by the National Treasury) following the mSCOA Regulations are included in the “Proposed Changes Column” of the table:
	Act, Regulations, Guideline or Circular
	Section and Requirement
	Impact on mSCOA

	LEGISLATION
	
	

	Local Government Municipal Property Rates Act, 2004 (Act No. 6 of 2004) as amended
	Section 3:  Rates Policy
Section 5:  Annual Review of Rates
Section 8:  Differential Rates
Section11:  Amount due for Rates 
	Segments set-up to assist in the extraction of information to use in the rates assessment process.

	Local Government Municipal Finance Management Act, 2003 (Act No. 56 of 2003)
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[bookmark: _Toc479288112]Transactions by Business Process to be allocated in this Segment
Business processes are the set of activities taking place from the initiation of a process to the completion thereof.  Typical in the context of financial reporting is a source document from an activity within a business process, initiating the activity to flow through a defined business processes, ultimately resulting in the transaction being captured within a financial model in the system and updating the general ledger.  
The mSCOA classification framework provides a classification structure within the general ledger to “record” transactional information within “fields” within the database functioning in the background of the municipality’s financial application.
Identification of transactions by typical business processes would provide a standardisation of specific transactional types for recording within the various segments of mSCOA.  
[bookmark: _Ref466480870][bookmark: _Ref466469215]The transaction types reflected here are based on the initial discussions of the mSCOA Project Steering Committee during October 2010, and again confirmed by the mSCOA Project Steering Committee (without making any changes) during October 2016. This classification applies to primary transactions and all secondary transactions, recorded in the “Costing” segment, are classified according to the costing methodology applied and not the nature of the related primary - or secondary transaction.
 
	Transaction Type
	Allocate Yes/ No
	Comments

	Assets
	N/a
	

	Liabilities
	N/a
	

	Revenue 
	N/a
	

	Net Assets
	N/a
	

	Expenditure 
	N/a
	



[bookmark: _Toc479288113]Category Links and Business Rules
Category links and business rules refer to programming rules that system developers of financial and business applications for local government are required to provide for in their applications.  The considerations listed may not be complete, considering the development stage of this project and might need to be enhanced as consultation with the various stakeholder groups evolves.  
Proposals identified at this stage of the development of mSCOA Version 6.1:
· The “Costing” segment to default for all transactions, other than the allocation of secondary costing. For example, primary entries for expenditure, transactions in assets, liabilities and net assets, etc.
· Prevent cost allocation to a capital project if in contradiction with the requirements of the Standards of GRAP.  

[bookmark: _Toc479288114]Discussion of the Costing Segment
The classification provided in this segment is the minimum requirements for reflecting full cost for the four municipal trading functions being electricity, water, waste water management and waste management services.  Should the municipality adopt a more sophisticated costing methodology such as activity based costing, a request may be made to the mSCOA Technical Committee following the due process, to provide for the alternative structures in mSCOA.
Care needs to be taken when considering the addition of detail.  It is the responsibility of the municipality to ensure that if detail is added below the posting level, that this classification complies with the definition of the higher-level account used as the parent.  This is imperative to maintain the standard, data integrity and comparability throughout the sector envisaged in the prescribed standard classification.  If in doubt, call on the mSCOA Technical Committee for guidance and assistance in this regard.
Distinction is made in mSCOA Version 6.1 between "charges to receiving departments” and “recoveries made by sending departments".  Earlier versions assumed “set-off” within the posting level accounts.  Based on user requests this change was introduced to indicate “set-off” at consolidation, rather than applying this at the earlier posting level.  In the table below, for the purpose of simplification “charge/ recoveries” are explained together, although distinction is made between “charges and recoveries”, and posting level accounts are separately coded.  
[bookmark: _Toc479288115]Internal Billing
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[bookmark: _Toc479288116]Departmental Charges/ Recoveries


[bookmark: _Toc479288117]Activity Based Recoveries














[bookmark: _Toc479288118]Preparation for mSCOA Conversion
Bringing about effective conversion to an mSCOA compliant chart of accounts from the municipality’s perspective is vital in achieving success.  Paramount to the “Costing” segment is the municipalities’ Cost Allocation Policy and Methodology.  
The system developers responsible for applications commonly used by the municipalities are responsible for enhancing their software to be operated by business processes, and subject to customisation based on the unique requirements of client municipalities with one of the primary objectives to assist municipalities in achieving compliance with the mSCOA classification framework.  However, National Treasury does recognise the complexities inherent to the implementation of the mSCOA requirements.  
The first step in performing a “GAP-analysis” between the current allocations and mSCOA expectations is to find strategic alliance between the municipalities’ Cost Allocation Policy and Methodology and the principles included in the mSCOA Classification Framework.  It is advisable to involve the responsible officials from National Treasury in resolving fundamental differences revealed from this exercise.  
The next step would to be to consider the minimum requirements prescribed in the mSCOA structure for the allocation of secondary costing elements.  Any detail required by the municipality may be added at a “breakdown-level” within the existing structure if this corresponds to the account definition.  If not covered in the ambit of the definition, the municipality should raise a request through the mSCOA Frequently Asked Questions (FAQ) Database, to the mSCOA Technical Committee to either expand the classification or assist in finding the appropriate classification. 
After the abovementioned steps are performed, a detailed functional and technical specification needs to be developed, with a detailed implementation plan as to how this will be implemented taking into consideration the budget cycles and financial year-end process. Care should be taken that the process is started in the budget cycle on the system and synchronised with the financial year following.  Since cost recovery methodologies are complex, simulation of the planned methodologies is imperative to ensure that recoveries of cost are correctly applied. 
The cost allocation structure presented in this mSCOA Costing segment provides for “minimum requirements” to facilitate a full cost recovery mechanism for the four main trading services, being water, electricity, waste water and waste management.  Some costing systems used by more sophisticated metropolitan municipalities in the larger cities may require additional detail to supplement the existing mSCOA structure.  Should municipalities find themselves in this position the issue(s) should be raised by the municipality to the mSCOA Technical Committee through the Frequently Asked Questions (FAQ) Database for assistance and consideration.  


[bookmark: _Toc479288119]Annual Maintenance and Matters Pending
[bookmark: _Toc479288120]Annual Maintenance
None identified at the time of completing the Project Detail Document.
[bookmark: _Toc479288121]Matters Pending
None identified at the time of completing the Project Detail Document.
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