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Slide 1:
Hello again, this is the Human Services Costing & Pricing Resource Package Training Video number 3, where we're going to look at the nature of costing.
My name is David Gilchrist.

Slide 2:
Before we go further though, I'd just like to look at the order of videos and make sure that everyone's on the same page in terms of their progress through these resources.
You'll recall Video 1 had the introductory comments and talked about the project and the outputs from the project, the resources that can be used by anyone in relation to costing and pricing in the sector.
Video 2 looked at costing and pricing governance, so some of the key issues that boards, CEOs and others might take into consideration in the context of financial sustainability for their organisation.
Video 3, this video, will look at costing and pricing principles. We won't look deeply at those principles. It's really an introductory discussion designed to support your review of the Costing and Pricing for Human Services Framework and the Costing and Pricing Modelling Handbook. I'll talk about that a little bit more in a second.
Video 4, on the other hand, looks at the Microsoft Excel costing models that we've developed and really, again, just introduces you to the key concepts associated with those models.
While Video 5 is predominantly for a government audience, so those people that are involved in some way in procurement of not-for-profit and charitable human services organisations within their jurisdiction and focused on being able to give them a better view of financial sustainability impacts on both the sector and on government outcomes.
To that extent, these videos, as I mentioned before, are not designed to be exhaustive.
And indeed, you should read the Costing and Pricing Human Services Framework and the Costing and Pricing Modelling Handbook before you progress to videos 2 and 3 in the context of this particular discussion.

Slide 3:
OK, the other thing that I just wanted to make sure we're all on the same page with regard to is that of navigating the videos themselves.
So to that extent, it's important to start at the very beginning and watch the videos in order.
It's important to read the Framework document, as I said before, looking at videos 3 and 4.
And it's also worth remembering that the videos include navigation markers to help connect the training with the outputs themselves.
So an example, is reference to Framework page 20 is in a block like this, FW20.
Reference to Handbook page 20 is in a block HB20.
These blocks are in the top right-hand corner of the slide, and I encourage you to put the video on hold or pause the video while you go back to these resources and look more deeply at the resources before you move on in the video.
So a really good indication that you should go back and have a read of those pages before you progress.
In any case, let's look just a little bit more deeply about what we're going to cover in this discussion.

Slide 4: 
So my agenda today includes looking at the general principles relating to costing and pricing.
In that regard, I want to talk about our approach, so what we've done and how we've arrived at the costing and pricing models so that you understand what we think works best for the sector, but which, of course, may not work for your organisation.
We'll talk about specific costing practice, and we'll also talk a little bit about the types of costs and the initial questions to ask in your organisation as you adopt a costing and pricing process.
I want to reiterate, though, that we are not deeply looking at these elements in this discussion. It's really just designed to be able to introduce you to the key elements and also to direct you to the relevant parts of the Framework and the Handbook.

Slide 5:
To that extent, let's have a look at some general principles then.
And as you can see in that top right-hand corner, you can read more about these issues in Framework page 27 and Handbook page 18.
To that extent, it might be worth pausing and reading those elements before you go forward.
Either way, a couple of things that I think are really important to remember in the case of costing and pricing.
Firstly, poor financial outcomes impede an organisation in achieving its mission.
Financial sustainability, as we've said before, doesn't just relate to the organisation surviving, but it relates to the organisation surviving and having the capacity to continue to deliver the right quantity of services in the right quality and in the right timing.
If an organisation can't do that, and there is a reduction in some aspect of the services that are being delivered to a community, then we would say that organisation is not sustainable.
Similarly, if a sector can't continue to provide those services in the right quantity, quality and timing, then we would say that sector is not sustainable.
We recognise too, though, that funders do not calculate their funding offering based on your costs.
So they don't provide prices or offer prices for services based on your costs or on your sustainability.
It's based on government sustainability and its spending priorities.
So this is an important consideration as well.
As you know from our second video, it's really critical for organisations to develop their target price through the costing and pricing process, compare that with the actual price achieved, so how much government or philanthropists are offering you in relation to a program, and to be able to then calculate the target price gap.
So what's the gap between what you're being offered and what you need in order to maintain that sustainability.
The other thing to remember is that costing is intended to assist organisations to determine their target price gap.
So we're always concerned about that target price gap and intellectually working out how we're going to cover that gap in the case that we need to adopt or accept contracts that may pay us less than we believe we need to have financial sustainability and remembering, of course, that our decision-making process isn't binary.
We don't simply not do anything because it doesn't deliver the profit we require, but we intellectually consider that program in the context of our mission, our purpose as an organisation, and our other financial activities to make sure that we are mitigating the impact of a poor target price gap.
The final point that I'd make on this slide is that we need to cost based on the adopted theory of change.
So what is it that we are going to achieve or how are we going to achieve our mission?
What are the things that we're going to do to achieve that mission outcome?

Slide 6:
Further principles that I think are really important to consider is that first to arrive at a comprehensive cost of the organisation, so how much it actually costs the organisation to deliver a service.
We need to predict the volume level, so how many services of each type, the timing of those services, in the case it might be in the year, in the month, in the day, there might be seasonality impacts, the cost levels associated with those services, so the types of costs, and how much they're likely to be, and also the timing of those costs to be incurred. When are we actually going to have to pay these bills?
In that context, we need to also remember that it's not the funder's responsibility to ensure organisational financial sustainability.
It is the board's responsibility and the executive's responsibility to think about that.
So taking into account those general principles, what was our approach to costing and pricing as we developed these resources?

Slide 7:
Well, first and foremost, we focus on costing and pricing because we need to be able to calculate that target price gap.
So that's a given.
And again, if you can't recall that, it's worth revisiting Video 2 in order to make sure that you feel comfortable about the rationale for calculating that target price gap and then reacting to that target price gap.
There may also be other ways to cost.
In fact, there's many ways to cost and price.
Many organisations do different things based on their types of activities, based on the industry norms, and maybe based on what investors or others feel they need.
However, we've utilised a very popular costing process called activity-based costing, which is an old process, a long-used process, but we think is a really logical costing and pricing process because the activity-based costing relates to or sheets costs home to each individual activity that you undertake.
And given programs are usually made up of groups of activities like trips or bed days or whatever they happen to be, we think that is probably the most likely and most likely to be appropriate costing process for this particular sector.
To that extent, individual organisations, of course, must determine whether or not this type of costing practice is relevant to them.
So, for instance, peak bodies might struggle with this idea because how do they work out what their actual activities are?
They know what they're getting funded for in terms of, say, policy provision or what have you, but do they cost according to the number of papers they produce?
These are the kinds of things to think about in the context of costing and pricing and first decision really must be whether or not this costing practice works for you.

Slide 8:
Let's expand that discussion just a little bit in terms of what it means for activity costing and particularly some of the key issues that we think are really important to think about in that context.
First and foremost, costing is an iterative, that is you do it throughout the year on an ongoing basis.
You don't set it and forget it.
You have to keep revisiting it to ensure that the predictions that you made in costing and pricing are actually coming to fruition in reality as time goes on.
You also need to remember that costing can be contentious.
Funders can be less than happy about the costing process and what particularly what the funding ask is by organisations.
But equally, managers and others within the organisation can be concerned about how costs might be allocated to their operation and how their operation might look less than efficient or less than effective as a result of that process.
So it's really important to remember that costing assumptions and the process itself, the results of the costing process, can be contentious within the organisation and also outside the organisation.
It's also important to remember that costs can be ascribed to activities.
Typically, these are what we call direct costs.
Those costs that are incurred as a result of undertaking that activity and which would not be incurred if you didn't undertake that activity.
So direct wages, direct care workers’ wages, for instance, would be an example of a ascribed cost, a direct cost.
On the other hand, costs can be allocated to activities as well, and this tends to be a bit of a contentious area as well, particularly within the organisation as, say, central office costs get allocated to operating activities.
But allocation relates to those costs that are not necessarily having a strong relationship to the actual activities and often can be costs that are incurred even if those activities aren't undertaken.
So the CEO's costs, the head office rent, the telephone costs at head office and so on, all of those costs might be incurred even if a program is not delivered
And so those costs must be allocated to programs rather than ascribed to programs because their relationship to the programs is far less obvious.
Activities might also be defined clearly so we know what is actually being costed.
Different programs could have different activities costed, but we need to be able to identify those things very, very easily and very logically in the context of the costing process.

Slide 9:
Further specific practice that we need to take into consideration is that, first and foremost, we want to calculate the comprehensive cost of each service type or iteration.
And I've got some examples there, a bed day, hour of personal care, a transport trip are all examples here.
We need to calculate that comprehensive cost, which includes those direct costs, the types of costs that will only be incurred because you're providing that program and those indirect and direct overheads.
So those overheads that are incurred regardless of whether that program is operating or not.
To that extent, the comprehensive cost also includes cash outflows and non-cash consumption.
So cash outflows include those costs like paying your water bill, paying your electricity bill, paying your employee salaries, your superannuation, etcetera.
But there can also be non-cash consumptions like depreciation and employee leave entitlement.
Depreciation is an estimate of the consumption of an asset.
So each time you take a bus out for a trip for your trip program, that bus has one less trip in it and therefore it must be depreciated.
So it's a cost to the organisation.
Employee leave entitlements need to be considered as well.
So they need to be estimated, but particularly taking into consideration that employee entitlements are typically paid at a higher rate than that which they're incurred at some future point in time, because they're paid at the current employment wage rate, not at the historic employment wage rate when the actual time off was incurred.
The calculated comprehensive cost of service delivery then is calculated by estimating all costs incurred.
So that's not just the comprehensive costs, including those cash outflows, not just including the cash outflows and the non-cash consumptions but also the in-kind consumptions that need to be consumed in order to deliver that service.
So volunteer time and peppercorn rents, for instance, should be costed at full cost into those costing processes.
Why should they be?
First and foremost, because you have an opportunity cost where volunteer time or peppercorn rents are applied to one program, they're not available to be applied to another program.
But there's also a risk factor where volunteer time or peppercorn rents are no longer available.
You need to make sure that your funding is going to cover the cost of actually paying for those elements at some future point in time.
If you don't do that, you're going to be in a very difficult position.
This is discussed in depth in the Framework at page number 34, and it's worth just putting the video on pause for a moment while you look at this idea and make sure that you feel confident with what we're saying in relation to costing and pricing for in-kind contributions.

Slide 10:
Further specific cost practice relates to the decisions and assumptions that are made, and particularly any decisions or assumptions made should be properly documented.
Ensure someone else can rework your workings.
That's always the test for costing and pricing.
Can someone pick up what you've done, rework it, and arrive at the same figure?
In the models, when you look at the models in the next video, you'll notice that we have provision for notes relating to those elements, those decisions, those assumptions.
You've got to make those notes so that other people know exactly what you've done.
And if not, helping you as a memoir, remembering, helping you to remember what it is that you've actually done.
You need to also think that assumptions, decisions and movements away from accepted industry practice should also be documented and communicated to the board, CEO and others.
That's not to say that moving away from industry practice is a bad thing or it shouldn't be done.
It's certainly not the case.
But you need to articulate why you've done something different to the way everybody else does something.
And it might be that everyone else does it wrong too, but at the end of the day, it's really worth writing that down so that people can understand that that's occurred and can be confident that that occurrence is logical.
Costing calculations should also be compared with historical outcomes.
What's going to be different this year to make the numbers different to what we've already experienced?
That history in accounting is absolutely crucial to understand.
It's not to say that predictions will always turn out the same way as their history, but it is to say that it's really important for you to consider that history and to make sure that what you're predicting is logical in the context of that history.

Slide 11:
Let's have a look then at the types of costs quickly.
Again, I'm not proposing to be thorough in this description.
The idea is to just simply introduce you quickly to the items that we think are important.
Have a look at Framework page 36 in the context of the types of costs, and particularly have a look at the appendix in the Framework because we've listed the National Standard Chart of Accounts, which is an ACNC offering, donated to the ACNC by QUT's Australian Charities and Non-Profits Centre.
And at the end of the day, that appendix really helps you to be able to determine which costs are direct costs, which ones are overheads and how you might deal with those elements.
But just generally, we need to be able to identify our direct costs, those costs that are incurred simply because that program is being offered, and that wouldn't be occurred if that program wasn't being offered.
Because their relationship to the program is so obvious, we can ascribe those costs to that program, which means that we need to identify the cost and we need to identify how many of those elements we're actually using.
So calculating the consumption of that cost is a really important process.
To that extent, identifying the cost might be that a carer costs $10 an hour to undertake a service.
We determine the usage by saying that in undertaking a program delivery service, that carer delivers four hours of care.
So a carer cost then is $10 an hour times four hours.
That's the consumption of that particular cost.
We also need to think about the indirect costs, which are those overheads and other costs that are incurred regardless of whether that program's actually put in place and therefore have to be allocated using some method.
So some method that logically proportions those costs over all of the programs that the organisation undertakes.
In doing that, we call this identifying a cost pool.
So a group of costs go into a cost pool and they are proportionally allocated to programs based on an appropriate cost driver.
So, for instance, payroll might be a cost pool.
We might allocate payroll costs based on the number of staff you have in each program.
So proportionally, if you have 100 staff presenting five programs and you have 20 staff in each program, then you might say payroll costs are allocated at 20% per program because it can be easily or logically allocated in that way.
There could be other ways more appropriate to be allocating those as well.
But at the end of the day, we need to determine usage.
So how much of that program usage is, or cost rather, is applicable to that particular program.
So using a policy to base that usage on actual or budget, and then calculating that consumption again.
We've already talked about accounting cost estimates.
We allocate those estimates based on calculating the estimate, nominating the appropriate driver again.
So it could be 15% long service leave, because historically, most of our staff don't take long service leave, don't stick around long enough for it.
We determine the usage and calculate the consumption again based on those policy arrangements.
Adding all of those costs up gives us our comprehensive cost of service delivery, which is the key element.
Now, again, go back to Framework page 36, go back to the appendix and look at these more thoroughly before you go on in terms of this particular video.
So it might be worth once again pausing and thinking about these things more deeply using the Framework before you go to the next element.
Slide 12:
The next element, though, for us is to think about the questions that we should ask in initiating a costing and pricing process.
These are questions that might be asked by the board, they might be asked by executives, they're more likely to be asked by accountants and others that are tasked with the process of costing and pricing within the organisation.
Some of these questions might also seem fairly straightforward, and that's because they largely are at this stage in the process.
It's relatively simple to be able to identify the key things that we need to identify.
But particularly first and foremost, we need to know what activities we actually want to cost.
So we've got a program. Does that program best be represented in terms of cost by looking at bed days, an hour of personal care costs, at a physio service, at a transport trip?
What is it that we're actually wanting to cost in terms of that activity?
We need to then think about how many of each activity we will deliver over the costing period and the costing period could be a day, a week, a month, a year.
We need to think about that in the context of volume.
So when we think about how many activities we're delivering, we're thinking about volume of services.
That doesn't equate to the number of clients, incidentally, because one client could consume five iterations of this particular service.
So the volume is five, while the number of clients is actually one.
We need to think about how we'll categorise specific costs and going back to that types of cost slide that I just spoke to and thinking about the Framework and the appendix in the Framework will help you immensely there.
But when we talk about direct costs, indirect costs, and overheads, we're talking about key elements that we think are important and identified or allocating those costs to be able to be treated appropriately within the costing process.
In that way, what will be the basis of allocation for each of those costs, particularly those indirect costs and the overheads?
Are we going to allocate based on the service hour, the day occupancy, the trip?
What is it that we're going to use to be those cost drivers, if you like?

Slide 13:
Further initial questions include, how will the organisation report the cost outcomes and actual activity over time?
So how often? When? To whom? What is the format of that reporting? and what is the result of the reporting?
So if we have significant problems or we foresee significant problems, how do we move forward quickly to be able to mitigate their effects on the financial sustainability of the organisation?
And then the final element that I wanted to just talk about is what can history tell us about the organisation in the context of costing?
What are the number of clients we can expect?
When can we expect them to come?
What do they want?
Are they reliable? In other words, will they show up even if they have contracts, will they show up?
And will the service complexity/volume/type be likely to remain the same in the future?
In other words, is the business changing or the frame of reference, the program style of service delivery changing that's going to change the way costing might impact your organisation going forward?
The reason we include these initial questions is because these are really critical questions to ask, both in terms of heading down a costing and pricing pathway, but also in terms of understanding what it is that's actually driving that costing and pricing outcome, the financial sustainability of your organisation.
It's well worth thinking about those questions, but there may also be other more pertinent questions to ask in your specific organisation.
So this is not all the questions that you should ask.
There might be questions that are relevant to your organisation that we haven't mentioned, and you need to think through what are the questions as well as what are the answers to those questions to be able to support your work.
Look in Framework page 32, as you can see the top right-hand corner on this slide, to think about that a little bit more.

Slide 14:
Thank you very much. That's all we wanted to go through in this particular presentation, this video.
Do send me or my colleague Paul Flatau an email if you have any queries or comments, and also do access our websites if you want to access any of our reports or any of our further resources.
Thank you very much.
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