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1.  Introduction

1.1  The purpose of this accounting instruction note is to explain:

· When expenditure should be recognised as capital expenditure; and

· Following appropriate recognition, how it should be measured.

1.2  The Accounting Instruction Note has been prepared in accordance with the CIPFA Code of Practice on Local Authority Accounting in the United Kingdom: A Statement of Recommended Practice (referred to hereafter as the SORP) 2009, other relevant accounting standards and with Hertfordshire County Council’s accounting policies (due to be updated for 2009/10). Compliance with this Instruction Note is therefore mandatory.

1.3  As the accounting standards used in the production of this instruction note are due to be replaced in 2010/11 with International Financial Reporting Standards, some of the tests here will be updated. Two significant changes flow from IAS 16 & IAS 23:  IAS 16 requires only that expenditure on an asset improves the performance of an asset beyond its actual standard of performance at date of expenditure, not against its previously assessed standard of performance. IAS 23 requires the capitalisation of borrowing costs that are directly attributable to the acquisition, construction or production of an asset that takes a substantial time to get ready for its intended use. However, an exemption is allowable for assets carried at Fair Value.

1.4  Queries regarding this Instruction Note should be referred through your normal capital contact. It is however recognised that there will be grey-areas, and it is recommended that where this instruction note does not provide a clear answer, that advice is sought to ensure that there is consistency across the Council in accounting practice. Queries can be e-mailed to Jean Cole  Jean.cole@hertscc.gov.uk  .

1.5   This note will be updated from time to time to take into account amendments to guidance and clarifications as required. If there are any specific areas that you would like covered in future, please advise Jean Cole. It is also intended that a Frequently Asked Questions section appears in updates.

Claire Cook

Assistant Director of Finance

December 2009

2. Introduction to Capital Expenditure
2.1 Proper accounting practice 

The framework for capital accounting is defined by the CIPFA Code of Practice on Local Authority Accounting in the United Kingdom: A Statement of Recommended Practice (ie. the SORP). Except for special considerations and constraints that apply to local authority finances, the framework defined by the SORP is consistent with the following Financial Reporting Standards (FRS’s):

· FRS 15 – Tangible Fixed Assets;

· FRS 11 – Impairment of Fixed Assets and Goodwill; and

· FRS 10 – Goodwill and Intangible Assets.

This Accounting Instruction Note has been compiled with reference to these and other relevant accounting statements and standards; compliance with these instructions will therefore ensure that the Council adheres to proper accounting practices regarding capital expenditure.

2.2 Definition of Capital Expenditure

Capital expenditure is classified as follows:

· Expenditure on the acquisition of a tangible asset, or expenditure which adds to, and not merely maintains, the value of an existing asset. The asset must yield benefits to the authority and the services it provides for a period of more than one year (see Section 3 for further details).

· A purchased intangible fixed asset or an internally developed intangible asset which has a readily ascertainable market value. Again the asset must yield benefits to the authority and the services it provides for a period of more than one year (see Section 4 for further details).

In addition, there are two further situations where expenditure may be capitalised:

· Expenditure classified by a Government Direction as capital (note: a government direction is permission to capitalise expenditure that would not otherwise constitute capital expenditure; the terms and conditions of a government grant do not constitute a government direction).

· Expenditure that would ordinarily be capitalised except for the fact that the Council has no future direct control or benefit from the resulting assets. Such expenditure is referred to as ‘revenue expenditure funded from capital under statute’ (see Section 5 for further details).

2.3 Capitalisation on accruals basis

All expenditure on the acquisition, creation or enhancement of fixed assets and ‘revenue expenditure funded from capital under statute’ must be accounted for on an accruals basis and capitalised, subject to certain de-minimis limits (see Section 2.4).

2.4 De-minimis limits

The Council operates a number of de-minimis limits; this means that, whilst expenditure may meet the definition of capital expenditure, it will nevertheless be treated as revenue expenditure if the amount concerned is below a specified level. The de-minimis limits are defined within Hertfordshire County Council’s (HCC) Accounting Policies, and may be subject to amendment from time to time, following consultation with departments, to ensure that they remain relevant and appropriate for services.

Currently, the limits are as follows:

	Category of expenditure
	De minimis Limit

	Property and related integral plant and equipment (excluding schools).

Hertfordshire CC Infrastructure.
	£10,000

	Vehicles, plant and equipment
	£5,000

	Schools’ capital projects funded or supported by formula capital grants (1)
	£2,000

	Acquisition of furniture & fittings, which when grouped for a single project, exceed the de minimis 
	£5,000 HCC

£2,000 Schools


2.5 Grouping of low value assets to exceed de-minimis limits

It is HCC policy that groupings of lower value similar assets, e.g. furniture (such as office tables and chairs) or computers may be treated as capital, where the capital expenditure on a scheme exceeds the de minimis. 

Example:

The Council’s schools have purchased 200 desks. The total cost of the desks is £20,000.

Question:

Should the expenditure on the desks be capitalised?

Answer:

Although the expenditure (at £100 per desk) is below the de-minimis limits outlined in paragraph 2.4 above, the total expenditure on the scheme exceeds the de-minimis limits. As it is permissible to group items together to bring the total spend above the Council’s de minimis limits, the full expenditure of £20,000 may be charged to capital.

(1) Note that funding of expenditure by Formula Capital Grant does not automatically mean that the expenditure should be capitalised. It should still meet the definition of capital expenditure. See Section 8.2 for more details on this.

3. Tangible Fixed Assets

3.1 Definition

Tangible fixed assets are assets which have physical substance and are held for use in the production or delivery of goods and services, for rental to others, or for administrative purposes on a continuing basis in the Council’s activities.

In practical terms, this means that tangible fixed assets must be grounded in some physical property (eg. land, buildings or equipment) and that the Council must control the way in which the assets are used.

In accordance with the Statement of Recommended Practice (SORP) tangible fixed assets are capitalised in the Council’s Balance Sheet under the following headings:

Operational Assets 

Operational assets are subdivided into:

· Land and buildings;

· Vehicles, plant and equipment;

· Infrastructure assets; and

· Community assets.

Definition:

Assets held, occupied, used or contracted to be used on behalf of the Council or consumed by the Council in the direct delivery of the services for which it has a responsibility, whether statutory or discretionary or for the service or strategic objectives of the Council. 
Non-Operational Assets

Expenditure is subdivided into the following categories:

· Assets under construction;

· Surplus assets held for disposal; and

· Investment properties.

Definition:

Assets held by the Council but which are not directly occupied, used or consumed in the delivery of services, or for the service or strategic objectives of the Council.

There are Grey-Areas:

Careful consideration needs to made of the definitions of non-operational assets and operational assets, rather than the simple categorisations shown above.

Example:

If an investment property (clearly categorised above as non-operational) is held for the purpose of achieving economic development within the County, or to generate an income to keep Council Tax down, this would be a strategic aim of holding the property, thus rendering the asset operational. 

Where there is doubt, please consult with Jean Cole, Financial Planning & Strategy, (jean.cole@hertscc.gov.uk, Ext 25388) who will consult with the external auditors where necessary, to ensure the accurate classification of assets.

Appendix A provides some examples of the types of asset found under each of the above headings.

3.2 Initial recognition

Expenditure on the acquisition of a tangible fixed asset, or expenditure which adds to, not merely maintains, the value of an existing asset, should be capitalised and classified as a tangible fixed asset, provided that the fixed asset yields benefits to the Council and the services it provides are for a period of more than one year.

Expenditure will usually be capitalised when it relates to the:

· Acquisition, reclamation, enhancement or laying out of land.

· Acquisition, construction, preparation, enhancement or replacement of roads, buildings and other structures.

· Acquisition, installation or replacement of movable or immovable plant,

 machinery, apparatus, vehicles and vessels.

Hertfordshire County Council operates a number of de-minimis limits which means that, whilst expenditure may meet one of these definitions, it will nevertheless be treated as revenue expenditure if it falls below the Council’s de-minimis limits (see paragraph 2.4 for further details).

3.3 Expenditure on existing tangible fixed assets

Expenditure on existing tangible fixed assets that is above the Council’s de-minimis limits (see paragraph 2.4) may only be capitalised in the following circumstances:

· Where the asset is being enhanced (see paragraph 3.4 for further details); and

· Where subsequent expenditure relates to a major inspection or overhaul of a fixed asset that restores the benefits of the asset that have been consumed by the Council and have already been reflected in depreciation.

Expenditure incurred in relation to repairs and maintenance of existing tangible fixed assets, irrespective of the amount, is not classified as capital expenditure; it must be charged to the Revenue Account.

The “Practitioners Guide To Capital Finance In Local Government” CIPFA 2008, is on Connect, under Money, CIPFA guidance, the essence is captured below, provides a flowchart and explanations of the tests required to capitalise expenditure:
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NB – subject to change from April 2010. The Upgrade test above will change in accordance with IAS16.

A few examples, relevant to Hertfordshire County Council Assets are included. These are to assist departments in determining whether different types of expenditure can be capitalised.

Example:

Can bridge assessments be considered to be major inspections such that the costs of the assessment can be capitalised?

Background:

The Council has a number of bridges which are assessed regularly in accordance with best practice. These assessments incorporate an inspection of the bridge to determine its condition and a detailed computerised assessment to determine whether the bridge continues to meet its weight/load carrying capabilities. No works are undertaken on the bridge during the assessment and no structural works are recommended following the assessment. Where a bridge fails this assessment it is classified as ‘weak’ and is required to be monitored annually (i.e. inspected annually). Costs are incurred for monitoring these bridges.

Question:

Can the bridge assessment costs and the annual costs of monitoring weak bridges be capitalised as subsequent expenditure relating to a major inspection?

Answer:

The bridge assessment costs and annual costs of monitoring weak bridges cannot be capitalised. Whilst the costs are considered to relate to inspection activities, no works are being undertaken on the bridge to restore the benefits of the bridge already consumed within depreciation. In addition, the cost of the assessment as compared to the original value of the bridge is not considered to be significant and would therefore not qualify as a ‘major’ inspection.

As a result, the cost of bridge assessments or the costs of monitoring weak bridges cannot be recognised as capital expenditure and must be charged to the service revenue account in the year in which they are payable.

Question:

Can the replacement of a boiler within a school be charged to capital?

Answer:

Yes, the boiler is replacing part of a fixed asset (building), this is accounted for as an integral part of the overall asset, it represents an improvement on the performance of the old asset. The old asset is being replaced because it has reached the end of its life, or the replacement asset offers enhanced performance.

Question:

Can the replacement of window walling be capitalised?

Answer:

Yes probably, provided the following conditions are met, this replaces part of an existing asset that is treated as part of the overall asset (building), it needs to be demonstrated that it is an improvement on the old asset – i.e. that performance is increased. For instance, that there are benefits in terms of enhancing energy efficiency, or more likely, that it contributes to increasing the life of the overall asset. 

Careful consideration as to whether the expenditure is repairs and maintenance needs to be made, it needs to be clearly established that the expenditure is enhancement.

3.4 Enhancement expenditure

When a tangible fixed asset is capitalised, an assessment will be made of the asset’s useful economic life and residual value. In undertaking this assessment, it will be assumed that certain works will be carried out to maintain the standard of performance of the asset over its estimated useful economic life. An example of such expenditure would be routine boiler servicing and repairs costs. These costs of keeping an asset in good repair are charged to the Revenue Account as ‘repairs and maintenance expenditure’. Without such expenditure the useful economic life or residual value of the asset would be reduced. Alternatively, an impairment might occur.

A clear distinction needs to be made between expenditure that enhances an asset (capital), and expenditure that prevents the impairment of an asset (revenue).

Expenditure relating to existing tangible fixed assets is recognised as an addition to the existing asset to the extent that the expenditure improves the condition of the asset beyond its previously assessed standard of performance. Thus, enhancement to existing tangible fixed assets is defined as carrying out works which are intended to:

· Lengthen substantially the useful life of the asset.

· Increase substantially the market value of the asset.

· Increase substantially the extent to which the asset can or will be used for the purposes of, or in conjunction with, the functions of the Council.

The three definitions of enhancement expenditure focus on what is intended to be achieved by the works rather than the nature (and value) of the works. That is:

· Lengthening substantially the useful life of the asset

The practical test of an enhancement which falls into this category is, knowing that the work has been completed, would the person responsible for assessing the useful life of the asset be minded to raise their assessment?

For example, an assumption will be made, when assessing the useful life of an asset that certain works will be needed in order for the asset to last that long. 

The assessment might assume that a property will continue to have its flat roof kept in good repair; its subsequent replacement with a pitched roof that will be more effective at protecting the building from degradation by the elements might result in a more optimistic assessment of the prospective useful life.

· Increasing substantially the market value of the asset

This is most straightforwardly assessed by commissioning a valuation before and after the works have been carried out; or

· Increasing substantially the extent to which the asset can or will be used for the purposes of, or in conjunction with, the functions of the Council

This is a subjective assessment and the considerations that will need to be taken into account include whether more people will be able to use a facility, judgements about the quality of the service that can be provided and/or the change in probabilities that policy objectives can be achieved.

A specific item of expenditure could alternatively qualify as an enhancement (and therefore capital) or as repairs and maintenance (and therefore charged to revenue). An example of this would be the installation of double glazing – the costs of these works may be an enhancement if it replaces single glazing but maintenance if it replaces double glazing which has become worn out. Costs of additional works to existing assets must therefore be considered on a case by case basis.

Example:

Can the costs of expenditure incurred on existing assets under the Disabilities

Discrimination Act (DDA) and minor works costs be capitalised as enhancement expenditure?

Background:

The Council may have schemes on its existing buildings:

1. Council Offices - DDA works to widen narrow doors, input ramps and upgrade toilet facilities to enable wheelchair access and use. 

2. Input ramps within 10 of the Council’s libraries to allow wheelchair access. The total cost of the works may be £90,000; the cost of works at each library amounts to £9,000 which is below the Council’s de-minimis level of £10,000.

3. Re-painting the Council’s interior offices at a cost of £20,000.

4 Installation of security cameras and monitoring equipment within the Council’s cash office, costing £11,000. 

5 Relocation of a delivery bay at one of the Council’s highways depot, costing £16,000. The works are being undertaken to minimise disruption and increase the effectiveness in the delivery of goods.

Question:

Can the costs of the above DDA and minor works be recognised as enhancement expenditure and therefore be capitalised?

Answer:

It will be necessary to examine the works being performed on a case by case basis, assessing each cost as to whether it meets one of the three requirements for enhancement expenditure:

1. 
It can be argued that these costs increase substantially the extent to which the asset can be used as:

· More people will be able to use the facilities; and

· The works will help the Council to meet its objectives relating to equality of access.

Therefore it is appropriate to capitalise these DDA works as they result in an enhancement to the Council’s office building.

2. 
For the same arguments as in (1.) above, the costs of inputting ramps within libraries would be recognisable as capital expenditure. However, the cost of the enhancement works at each individual library is below the Council’s de-minimis level. Therefore, the total cost of these works (£90,000) must be charged to the Revenue Account in the year in which they are payable (see paragraph 2.4 for details of de-minimis limits).

3. 
The painting of offices does not substantially lengthen the life of the asset nor increase the market value. Neither does it increase the extent to which the asset can be used. The costs must therefore be recognised as maintenance costs that are charged to the Revenue Account.

4. 
The costs of installing security camera equipment can be capitalised but not as an enhancement to the existing asset. These costs should be recognised as a separate asset and classified in the accounts as vehicles, plant and equipment.

5. 
The costs of relocating a delivery bay at one of the Council’s highways depot can be recognised as an enhancement; the costs should be capitalised as an addition and added to the value of existing highways depot.

3.5 Attributable costs

All expenditure on the purchase of a tangible fixed asset, together with any other costs directly attributable to bringing the asset into working condition for its intended use, will be classified as capital expenditure.

Directly attributable costs are defined as:

· Labour costs of internal staff (e.g. in-house architects, surveyors and site workers) directly arising in the construction or acquisition of the tangible fixed asset.

Further detail on capitalising staff costs is provided in paragraph 3.7.

· The incremental costs to the Council that would have been avoided only if the particular fixed asset had not been constructed or acquired.

Capitalisation of directly attributable costs should cease when substantially all the activities that are necessary to get the fixed asset ready for use are complete, even if the asset has not yet been brought into use.

Some examples of directly attributable costs include:

· External professional fees incurred in finding a suitable asset which is then acquired or constructed (note: these are incremental costs to the Council that would have been avoided only if the tangible asset had not been constructed or acquired).

· Acquisition costs such as stamp duty and non-refundable VAT.

· The cost of site preparation and clearance.

· Initial delivery and handling costs.

· Installation costs.

· Professional fees such as legal and engineers’ fees.

Examples of costs which are not considered to be directly attributable to bringing the asset into working condition for its intended use, and hence which cannot be capitalised, include:

· All costs incurred whilst the Council is deliberating on the problems it wishes to resolve by having, for example, a new building, scoping potential solutions and choosing between them and assessing whether resources will be available to finance a project. This is because, until a specific solution has been decided upon, costs cannot be directly attributable to bringing an asset into working condition.

· Administration and general overhead costs.

· Training officers to use a new asset (ie. the asset would be regarded as being in working condition even if there was no one competent at the Council to actually operate it).

· Costs of renting alternative accommodation for staff during building works (ie. although a wholly incremental cost, it does not make a direct contribution to the productive capacity of the new building).

· Site security during construction (ie. this activity protects the building during construction but does not enhance it).

· Abnormal costs arising from inefficiencies such as defective work, industrial disputes and wasted material, staff or other resources.

· Costs associated with speculative projects and aborted capital schemes.

· Other costs such as operating losses that occur because a revenue earning activity has been suspended during the construction of a tangible fixed asset.

3.6 Period of capitalisation

Costs can be capitalised only in respect of the period in which activities necessary to bring an asset into use are in progress. Therefore, capitalisation of directly attributable costs must cease when all activities to get the tangible fixed asset ready for use are complete, even if the asset has not yet been bought into use.

Costs associated with a start-up or commissioning period should be included in the cost of a tangible fixed asset only where the asset is available for use but incapable of operating at normal levels without such a start-up or commissioning period. A distinction will need to be made between whether:

· The new asset is incapable of physical operation at normal levels. In this case, the costs necessary to bring the asset to a condition where it can physically operate at normal levels can be capitalised.

· It is not operating at normal levels because demand has yet to be built up. In this case, any further costs incurred must be charged to the Revenue Account.

Example (Background):

Assume HCC has recently built and fitted out a new office block. Nearing completion of the project, a number of snagging problems (defects outstanding upon completion of the project) were identified. The majority of these defects were resolved by the completion date of 30 November 2009. A completion certificate was therefore issued on this date, subject to the completion of one remaining snagging problem. The remaining defect related to the non-availability of heating within some of the offices in the building due to incorrect installation.

The Herts Property team were involved in resolving the snagging and defect matters; time was spent in liaising with the contractors detailing the issues, agreeing the work to be undertaken and ensuring that the work was completed to the appropriate standard.

The retention period on the building lasts for 12 months following the completion date.

The office was handed over to the service for operational use on the completion date of 30 November 2009 at which time staff were moved into the building and the building started to be used for its intended purpose. Prior to 30 November 2009, the office was not considered to be ready for use.

Question:

Can the cost of the works required to fix the problem and the internal staff time involved in resolving the snagging / defect problem be capitalised as part of the building and fitting out of the new register office?

Answer:

Capitalisation of costs (both the costs of the works (installation costs) and the directly attributable labour costs on resolving the problems (as these are considered to be incremental costs)) will depend on the type of the snagging problem.

In general, where problems are such that the asset is not capable of being used in the manner intended, the costs (whether labour or otherwise) should be capitalised. However, abnormal costs associated with correcting defective work or other inefficiencies must be charged to the Revenue Account. Each problem must therefore be considered on a case by case basis.

In the specific example:

· It is assumed that the costs of resolving snagging problems prior to the completion date are not significant and, therefore, that they can be capitalised as the building was not considered to be physically complete (i.e. ready for use) during the period in which the snagging problems were being resolved. This includes the staff costs directly incurred in resolving the matters.

· The heating, which had not been installed to the required specification, was identified as a problem on issuing the completion certificate (i.e. the building was deemed complete subject to the defects identified). In this case it can therefore be argued that physical construction was not complete, even though the building had started to be used.

As such, the costs incurred by the Council, (whether staff costs resolving the matters, labour or other costs of the works), can be capitalised provided that they are directly attributable to the building asset.

3.7 Staff Costs

The costs of time spent by staff on capital projects can only be capitalised where that time can be directly attributed to bringing a specific, separately identifiable, asset into working condition, or substantially enhancing the working life of an existing asset. Time spent on other potential acquisitions or developments cannot be capitalised. For example, if an officer undertakes surveys of four sites as part of the process of determining which one the Council will buy, it is only the officer’s time in respect of the successful site that can be capitalised as part of the tangible fixed asset. The costs of surveying the other three sites will be charged to revenue.

The costs that can be capitalised will be the lower of either:

· Costs of staff (including agency staff) directly involved with bringing the asset into working condition; or

· Costs incurred by hiring staff (including agency staff) to backfill posts vacated as a result of a staff member being released from their normal responsibilities to work on bringing a specific, separately identifiable, asset into working condition.

The staff costs that can be capitalised include items such as salaries and on-costs (e.g. employer’s national insurance and pension contributions). In  determining the amount that can be charged to a capital project the following must be adhered to:

· Salary costs

These will be charged according to the proportion of time spent working on /

enhancing the asset. The daily / hourly rate to be used will be determined based on the time spent by the individual on the project in proportion to the number of working days in a year for the individual.

· On-costs

A standard percentage may be applied to the salary costs to determine the amount that can be charged to the capital project for on-costs. In order to capitalise salary and related on costs, it will be necessary to appropriately demonstrate both of the following:

· The staff costs have been incurred in order to bring an asset into its working condition or to substantially enhance it.

· There must be appropriate records detailing the time spent by individual officers in order to bring an asset into its working condition or to substantially enhance it.

These time records must be capable of withstanding audit scrutiny. As a minimum, an appropriately authorised timesheet, which states hours and activity on a particular asset, must be in place to support the costs charged.

Example:

What value of staff costs incurred can be capitalised?

Background:

HCC commences a capital project to build a new library. Other bodies will be employed to undertake the majority of the work but the following Council staff have been / will be involved in the project:

1. Internal quantity surveyor – this employee has been responsible for carrying out surveys on five different sites to determine which is the most suitable for the new library. In total the surveyor spent five weeks undertaking these surveys, one week of which was spent surveying the successful site.

2. One part time employee has been transferred to work solely on the capital project. The employee’s salary is £21,000 per annum. A temporary employee has been hired at an annual cost of £15,000 to backfill whilst the permanent employee is working on the capital project. Following cessation of the project, which is expected to last a year, the employee will return to fulfil their original responsibilities and the temporary employee will be released from employment.

3. One part-time member of the Herts Property Team will be required to undertake certain tasks on the capital project at various points in the project. The work will be as and when required and the length of time incurred working on the project at any point may vary from an hour to a number of days.

The employee works 28 hours (4 days) per week with a salary of £18,000 per

annum. In 2009/10 the time spent by the employee on the project, (as recorded on his timesheet), amounted to 183 hours. An additional 28 hours were spent on administrative and overhead works for all capital projects dealt with by the employee (including the new library project).

Question:

How much of the above employees’ time can be charged as part of the costs of the building?

Answer:

Taking each employee cost in turn:

1. Only the surveyor’s time in respect of the survey on the successful site (i.e. the site that was used to build the new library) can be capitalised. This is because these are the only costs are directly attributable to the construction of the new library. The time spent by the surveyor in reviewing the remaining four sites should be charged to revenue.

This will equate to the surveyor’s annual salary divided by the number of available working days in a year (this gives the daily cost of the employee) multiplied by 5 (ie. the number of days the surveyor spent working on the successful site’s survey).

An on-cost equivalent, calculated as a percentage of the salary costs attributable to the project, can be capitalised to take account of national insurance and pension costs etc.

2. The costs of the temporary employee can be capitalised, as these are the incremental costs which would have been avoided if the new library had not been built. The amount that can be capitalised is the annual salary of the temporary employee (i.e. £15,000) plus an on-cost.

3. It will be important that any time spent by the part-time Herts Property employee specifically on the build of the new library is accurately measured (ie.via time sheets). The time spent on administrative activities cannot be capitalised within the cost of building the library.

The amount which can then be capitalised within the total cost of the new library will be the cost of the direct time assigned to the new library as stated on the employee’s timesheet. This will be based on the annual salary of the employee, and the number of hours recorded by the employee as being worked on this development.

3.8 Finance Costs

The costs of borrowing to finance capital payments up to the point that an asset is brought into commission may be capitalised, in accordance with the SORP, provided “the statutory framework for the authority permits”. All such expenditure (e.g. interest costs on borrowing applied to a fixed asset) may be capitalised, on an accruals basis. Under IAS 23, from 2010/11 this will become a requirement.

3.9 Contracted works

Where the Hertfordshire County Council employs external contractors to undertake works on its behalf, such as Mace and Mouchel, the Council may capitalise the cost of these works, provided:

· The works undertaken are recognisable as capital expenditure; and

· The works can be attributed to specific capital projects.

Where contractors are employed solely to undertake a capital project or projects and the above conditions are met, the full costs payable to the contractor can be capitalised. No consideration needs to be given to whether the contractor is incurring some revenue costs as part of the contract, (e.g. such as overheads or profits). This is because the amounts payable by the Council to the contractor are all deemed to be incremental costs – i.e. costs that could only have been avoided if the asset had not been acquired / constructed.

Where a contractor is employed to undertake work that includes capital and revenue projects, the costs of each project will need to be established to ensure that costs are charged appropriately to the revenue or capital accounts. The capital costs must be attributed to specific capital projects. It is therefore important to ensure that, when work is commissioned, the revenue and capital elements of the contractor’s costs are separately identified. Where a contract has both capital and revenue elements within it, separately identified overheads associated within the contract can be apportioned to the capital expenditure in the same proportion as the capital expenditure to total costs.

Example:

How much of a road re-surfacing project should be allocated to capital expenditure?

Background example:

HCC resurfaces a road and contracts this work to an external contractor. As part of the work performed, the contractor is required to landscape the surrounding area, including planting 1,000 new trees.

The total cost of the scheme is £150,000, of which £10,000 relates to the landscaping and £10,000 to overheads.

Question:

How much of the contract can be capitalised and how much should be charged to revenue?

Answer:

The direct cost of £130,000 for resurfacing of the road is capital expenditure.

The landscaping costs of £10,000 are revenue expenditure. This is because the landscaping does not add value to the asset (i.e. the road) and the asset can be used without it.

The overhead costs of £10,000 should be apportioned between the capital and revenue works pro rata to the direct costs. 

3.10 Subsequent Measurement

Following initial recognition and measurement in the accounts, tangible assets are carried in the Balance Sheet using the following measurement bases:

Assets held at the lower of:

Net current replacement cost (assessed as existing use value or depreciated replacement cost); and

Net realisable value.
· Operational Land and Property

· Vehicles, Plant and Equipment

· Investment Properties

· Assets Surplus to Requirements

Assets held at historical cost, net of depreciation where appropriate:

· Infrastructure Assets

· Community Assets

4. Intangible Fixed Assets

4.1 Definition

Intangible assets are fixed assets that do not have physical substance but are

identifiable and controlled by the Council through custody or legal rights. They must be intended for use on a continuing basis in the Council’s activities and have more than short term value for the Council (ie. they must last, or be intended to last, for greater than one year). 

Examples include:

· Purchased software licences;

· Patents;

· Licences, trademarks and artistic originals;

· Development expenditure; and

· Goodwill.

The absence of any grounding in a physical item of property means that the rules for recognising intangible assets are stringent:

· Any qualifying expenditure must meet the definition of a fixed asset and the Council must have rights to future economic benefits from the assets; they must beheld for use in the production or supply of goods and services, for rental to others or for administrative purposes on a continuing basis of greater than one year.

· The Council should have legal rights over the asset, such as a franchise, patent or licence, that confirm that the Council has control over the benefits.

· Where the Council has purchased intangible assets, the costs can be capitalised; and

· Internally developed intangible assets can only be capitalised where there is a readily ascertainable market value. A readily ascertainable market value is defined as there being a population of similar assets that are equivalent in all material respects and for which there is an active market, evidenced by frequent transactions.

These criteria mean that the only common item of local authority expenditure that would qualify for capitalisation as an intangible asset is bought-in computer software. The capitalisation of IT expenditure is discussed in further detail in Section 6.

4.2 Initial Measurement

Purchased intangible assets will be capitalised at the price paid for the asset; all incremental and staffing costs incurred in purchasing the intangible asset must be charged to the Revenue Account.

Internally developed intangible assets may include both staff and other costs. Where it is considered appropriate to capitalise the costs of producing intangible assets, the following must be adhered to:

· Staff costs must be attributed to the asset on the basis outlined in paragraph 3.7.

· Other costs will be capitalised at the price payable.

In practice, it is doubtful that any internally developed intangible assets will meet the criteria for capitalisation though, as they are unlikely to have a readily ascertainable market value.

4.3 Subsequent Measurement

Following initial recognition and measurement in the accounts, intangible assets are then carried in the Balance Sheet using the following measurement base:

Assets held at historical cost, net of depreciation where appropriate.

5. Revenue expenditure funded from capital under statute

5.1 Definition

‘Revenue expenditure funded from capital under statute’ (previously referred to as ‘deferred charges’) represents expenditure that would ordinarily be capitalised except for the fact that the Council has no future control or benefit from the resulting assets.

Expenditure which may properly be capitalised as ‘revenue expenditure funded from capital under statute’ is detailed as follows:

· Expenditure incurred on the acquisition or preparation of a computer program, including expenditure on the acquisition of a right to use the program, if the Council acquires or prepares the program for use for a period of at least one year for any purpose relevant to its functions (see Section 6 for further details).

· The giving of a loan, grant or other financial assistance towards expenditure by another body which would, if incurred by the Council, be capital expenditure.

· The repayment of any grant or other financial assistance given to the Council for the purposes of capital expenditure.

· Expenditure incurred on works to any land or building in which the Council does not have an interest, which would be capital expenditure if the Council had an interest in that land or building (an example would be expenditure associated with foundation schools).

· The acquisition of share capital or loan capital.

· Expenditure incurred on the acquisition or production of assets for use by a person other than the Council which would be capital expenditure if those assets were acquired or produced for use by the Council.

· Any amounts specifically directed by the Secretary of State to be treated as capital expenditure that would otherwise be classified as revenue expenditure.

’Revenue expenditure funded from capital under statute’ expenditure is written off to the Revenue Account over a period that matches the consumption of the economic benefits controlled by the Council. Usually, it is expected that ‘revenue expenditure funded from capital under statute’ will be fully amortised to revenue in the year the charges are incurred.

Example: Recognition of ‘revenue expenditure funded from capital under statute’.

Background:

The Council has incurred the following expenditure:

1. The Council has provided £3m to its foundation schools during the year to be used for capital purposes;

2. The Council has provided a grant for £1m to another local authority in the area to assist in meeting its objectives. This authority has used the grant to assist in building a new centre (£750,000) and advertising and training materials for the new service to be offered (£250,000).

Question:

Should the above expenditure be capitalised as ‘revenue expenditure funded from capital under statute’?

Answer:

Taking each type of expenditure in turn:

1. Yes. Foundation schools are not owned by the Council and are not included within the Council’s Balance Sheet. In addition, the Council has specified that the money provided to the foundation schools should be spent on capital (and therefore meet the definition of capital expenditure as detailed in paragraph 2.2). The £3m provided therefore qualifies as capital expenditure that does not result in, or remain matched with, fixed assets controlled by the Council.

2. Whether the £1m grant can be treated as a ‘revenue expenditure funded from capital under statute’ will depend on the conditions that the Council specified when giving the grant to the other local authority. Where no conditions were specified, this should be treated as revenue expenditure even though the other authority has used part of the grant (£750,000) for capital purposes. However, if the Council specified that 75% of the grant (£750,000) was to be used to fund capital expenditure and 25% (£250,000) for revenue purposes, then the amount that should be recognised as a ‘revenue expenditure funded from capital under statute’ should be £750,000.

5.2 Initial Measurement

‘Revenue expenditure funded from capital under statute’ is recognised at cost and is included within the accounts on an accruals basis.

Where appropriately recognised as ‘revenue expenditure funded from capital under statute’, costs should be measured and charged to ‘revenue expenditure funded from capital under statute’ codes on the following bases:

· Staff costs must be allocated to the asset on the same basis as that of tangible assets (see paragraph 3.7); and

· Other costs – at price payable.

5.3 Subsequent Measurement

‘Revenue expenditure funded from capital under statute’ will not remain on the

Council’s Balance Sheet as the expenditure will be fully amortised to the Revenue Account as it arises. In the event that ‘revenue expenditure funded from capital under statute’ continues to have value to the Council, the expenditure must be re-categorised as either a tangible or an intangible fixed asset and measured on the basis of the value of the continuing benefits obtained by the Council.

6. Accounting for software costs

6.1 Software development costs

The costs of all system/software development which will have a benefit to the Council for more than one year can be capitalised (ie. subject to application of the Council’s de minimis limits – see paragraph 2.4). However, how this expenditure is categorised within the Council’s accounts will vary, depending upon the nature of the spending, as follows:

· Purchased software. Software licences intended to last for more than one year will be capitalised as intangible assets (see Section 4). Software licences covering a period lasting for up to one year will be charged to revenue.

· Internal costs of developing software that are associated with bringing a computer system or computer operated machinery into working condition for the Council’s own use. In this case, the software acquisition or development costs will be aligned with the associated hardware (ie. categorised within the vehicles, plant and equipment category of tangible fixed asset).

· Software developed internally with a readily ascertainable market value. A readily ascertainable market value is defined as there being a population of similar assets that are equivalent in all material respects and for which there is an active market, evidenced by frequent transactions. In this case, the software acquisition or development costs will be capitalised as an intangible asset

Note: not considered likely for Hertfordshire County Council.

· Other internal costs of developing or acquiring software may be capitalised provided that the software is to be used for a period of at least one year for any purpose relevant to the functions of the Council. In this case, the expenditure will be categorised as ‘revenue expenditure funded from capital under statute’ (see Section 5).

6.2 IT costs which cannot be capitalised

IT costs which cannot be capitalised include:

· Training end users on a new system - training may be required for equipment and/or systems to be operated. It is not however needed to bring the asset into working condition.

· Transferring data from an existing system to the new system and data cleansing – only expenditure incurred on bringing an asset into a condition for its intended use can be capitalised; the system would be capable being used without the transfer and cleansing of data being undertaken.

· Website development - costs can only be capitalised where the primary purpose of the web site is to provide a means of delivering the specific services offered by the Council or where directly generated revenues (e.g. by placing orders) would exceed the development costs. This is not likely to be the case for the Council.

· IT consumables (discs etc) – these are readily consumed and are not expected to give benefit to the Council for a period extending beyond one year.

Example:

Which of these costs relating to the implementation of a new IT system can be

capitalised?

Background:

The Council is implementing a new general ledger system which is expected to last for a number of years. The costs, which are in excess of the de-minimis limit, are incurred in respect of the following activities:

1. The purchase, from a leading software manufacturer, of the new general ledger system software and a licence to operate it for the next 10 years.

2. The Council’s IT development staff write additional software to facilitate the

initial transfer of data from the existing general ledger system to the new system. The total staff costs on developing this software amount to £20,000.

3. Data on the existing general ledger system is reviewed and cleansed to facilitate the data transfer to the new general ledger. Staff costs are incurred in undertaking this exercise of £50,000.

4. Staff within services are trained to use the new system.

The new system is expected to meet the Council’s needs for the next decade.

Question:

Which of the above costs can be capitalised?

Answer:

Taking each cost type in turn:

1. The purchase of the software is the acquisition of an intangible fixed asset. It should therefore be capitalised as such.

2. The software created will only be used once - to transfer data from one system to another. Therefore, it will not have a continuing use internally within the Council.

In addition, the software created does not have a readily ascertainable market  value as it is not considered that there is an active market in this area. It therefore does not have a continuing use to the Council through the sale of licences for use of the software. It therefore cannot be capitalised.

3. The review and cleansing of data does not create an asset for the Council.

Therefore, these costs must be charged to revenue.

4. Costs of training staff in the use of the new system is not a cost that is directly attributable to the asset (the new system) but are rather operating costs. As staff being trained may leave the Council at short notice, their training costs would not meet the definition of an asset and therefore may not be categorised since the access to future economic benefits is not controlled by the Council. These costs must therefore be charged to revenue.

Example:

How should these IT costs be accounted for?

Background:

The Council purchases a new contact recording system via a service provider, which is expected to last for at least 10 years. The contract with the service provider identifies the following costs:

· Hardware (a number of new computer terminals and related hardware) - £158,000

· Software (the license for the recording system) - £420,000

· Development of software (work undertaken internally to tailor the software to meet the requirements of the Council) - £761,000

Question:

How should these costs be accounted for?

Answer:

The hardware is being purchased and so should be recognised as a tangible fixed asset.

The software is also being purchased together with a licence. If these will provide benefit to the Council for more than one year (e.g. the licence does not last less than one year) then these can be capitalised as intangible fixed assets. The software development will benefit the Council for at least 10 years. On the assumption that there is no readily ascertainable market value for the software (it is being developed specifically for the Council and therefore is unlikely to suit the needs of others in an open market) then this can be capitalised as ‘revenue expenditure funded from capital under statute’.

6.3 Initial Measurement

Internal or purchased software development costs should initially be measured at cost.

· Internal staff costs on software development will be measured on the basis detailed within paragraph 3.7.

· For purchased costs, this is usually equal to the price payable.

6.4 Subsequent Measurement
The subsequent measurement of software development costs will depend on the type of capital expenditure it is and will therefore follow the measurement bases for either an intangible or tangible fixed asset or ‘revenue expenditure funded from capital under statute’.

7. Assets under construction

7.1 Non operational assets

Assets under construction by the Council are held on the Balance Sheet at historical cost until they are brought into operational use. Once brought into use, the assets will be transferred into the relevant fixed assets category (eg: land and buildings) and a formal valuation may be required.

7.2 Retention costs

Retention costs are capitalised at the point of the asset being brought into use, even if the Council has not actually made the payment to the supplier at that stage. Where this is the case, the retention payment is recognised as a creditor in the Council’s accounts. It would normally be expected that all retention monies are eventually paid by the Council. However, where this is not the case (eg. because the asset has not been completed to a satisfactory standard/does not meet the purchase specification etc) then the retention creditor remaining within the balance sheet will need to be written out. As the fixed asset has been included in the balance sheet at a value which assumes it has been completed to the required standard, the non-payment of retention monies would, in effect, be an impairment to the asset to be charged to revenue. This charge would be countered by the write-off of the retention creditor, also to revenue.

8. Financing of capital expenditure

8.1 Introduction

Once the Council has incurred and recognised capital expenditure it needs to account for the financing of that expenditure (ie. the resources it will utilise to finance the expenditure).

The Council will finance its capital expenditure from several sources, as follows:

· Revenue reserves – revenue resources that have been set aside to finance capital expenditure.

· Usable capital receipts – proceeds from the sale of the Council’s assets; capital receipts can usually only be applied to finance capital expenditure or to repay debt.

· Borrowing – the interest payable on amounts borrowed, together with a provision for the repayment of debt, will be met from the Revenue Budget.

· Capital grants and other contributions from third parties (see paragraph 8.2).

8.2 Capital grants

The Council may be given a capital grant to facilitate a project (eg. from the DCSF or Highways Agency etc). As with all grants received, care must be taken to ensure the expenditure claimed is in accordance with the grant’s terms and conditions.

Although eligible under the capital grant’s terms and conditions, there may be cases where the expenditure incurred cannot be capitalised within the Council’s accounts, in particular where:

· The expenditure incurred is below the Council’s de-minimis thresholds; or

· The expenditure does not meet the criteria for capitalisation, i.e. it is revenue in nature, whatever its value.

In these situations, as long as the expenditure clearly meets the conditions of the grant, and is therefore eligible for funding from the grant, the grant can still be applied to finance the expenditure. This is because the accounting status of the grant is not determined by the body awarding the grant; it is determined according to the accounting status of the grant eligible expenditure.

Where expenditure incurred appropriately under the terms and conditions of the grant is deemed, by the Council, to be revenue expenditure (following proper accounting practice and Hertfordshire County Council’s accounting policies), the grant, (or a portion of it), will be applied to the service revenue account to match the expenditure incurred.

Thus, grant eligible expenditure will only be treated as capital expenditure where it meets the rules for capitalisation, as set out within this Accounting Instruction Note.

Example:

Can expenditure charged to revenue be funded by a capital grant?

Background:

Hertfordshire CC receives a capital grant from the Department for Children, Schools and Families (DCSF) for the establishment of a community learning project. The grant’s terms and conditions state that all expenditure incurred during the year in setting up and maintaining an adequate facility for the provision of learning in a specified rural community are eligible for the grant’s funding. The conditions of the grant state that all building maintenance and repair, all furniture and equipment and IT costs are specifically allowable under the terms of the grant.  HCC identifies a building that it owns that has recently been vacated in the rural community specified by the grant’s terms and conditions. During the course of the financial year the expenditure incurred includes the following:

1. Purchase of office equipment and desks – total value £15,000 but individual

items cost less than £1,000 each.

2. Building maintenance and repair (including boiler servicing, painting, window repairs and re-tiling) of £11,000.

3. IT consultancy costs. Consultants were hired to advise on the best methods /approach on a number of IT projects including setting up a related website and establishing a system network for enabling e-learning within the building -

£10,000.

Question:

Can the Council capitalise all of this expenditure? In addition, can the capital grant be used to fund the expenditure?

Answer:

All of the expenditure must first be considered under the grant’s terms and conditions to determine whether it is eligible for the funding. Where it is not eligible, then the grant cannot be used to fund it. If it is, then each item of expenditure must be considered individually as follows:

1. The office equipment and desks can be capitalised under the Council’s accounting policies as, although individually the assets are below de minimis levels, the total cost would fall to be capitalised – see paragraph 2.4. The expenditure is eligible for grant funding and therefore the grant can be applied to the Revenue Account to fund the expenditure.

2. This expenditure does not meet the definition of capital expenditure (see Section 3) and cannot be capitalised as it is classed as repairs and maintenance costs which are a proper charge to revenue. The expenditure is eligible for grant funding and therefore the grant can be applied to the Revenue Account to fund the expenditure.

3. This expenditure does not meet the definition of capital expenditure (see

Section 3) as these costs are advisory and cannot be assigned to a specific

asset. Therefore, the expenditure cannot be capitalised. The expenditure is eligible for grant funding and therefore the grant can be applied to the Revenue Account to fund the expenditure.

APPENDIX A

Classifications of tangible fixed assets

Set out below are examples to demonstrate the classification of different types of tangible fixed assets:

Classification of tangible fixed assets 

It is important that expenditure is properly classified, and accurately coded to support the classification. There are examples of where problems have arisen in the audit, for example, expenditure on school walkways, which is legitimately capitalised, but as this was coded to land and buildings rather than infrastructure, the basis of capitalisation could not be supported.  

Land and buildings  

· Land associated with operational property

· Buildings

· Office Buildings

· Schools

· Libraries

· Residential Homes / Day Care Centres

· Museums and Galleries

· Depots and Workshops

· Off Street Car Parks

· Tenanted Farms

Vehicles, Plant and Equipment

· Equipment – including sports equipment.

· Vehicles – including cars, vans and buses.

· Computers.

· Mechanical plant.

Infrastructure assets 

Definition:

Infrastructure assets are inalienable assets, expenditure on which is only recoverable by continued use of the asset created (i.e. there is no prospect of sale or alternative use).

Examples include:

· Highways (including street furniture).

· Footpaths.

· Bridges.

· Permanent ways.

· Water and drainage

· Covered walkways in schools

· School fencing

APPENDIX A continued

Community assets 

These are assets that the Council need to hold in perpetuity, that have no determinable useful life and that may have restrictions on their disposal. 

Some example of assets classified as community assets include:

· Urban and country parks (but not any depots or facilities within them which support other services/activities carried on outside the park, including golf courses).

· Buildings or properties which are of an architectural or historic interest but which are not primarily held for a direct statutory or operational purpose, e.g. castles, monuments, etc. This, therefore, excludes buildings used for other purposes (e.g. museums).

· Works of art, museum exhibits and statues. 

Non operational assets 

Non-operational assets are those held by the Council but not directly occupied, used or consumed in the delivery of services, or for the service or strategic objectives of the Council. Examples expenditure classified as non operational tangible fixed assets include:

· Surplus assets held for disposal

· Land awaiting development

· Commercial property

· Investment property

· Assets under construction

An asset will not become non-operational just because it is unoccupied by the Council. If the property is being used to achieve a particular policy or objective (e.g. economic development) then it is likely to be an operational asset.

Does the work replace part of an existing asset?





Does the work have a substantial positive effect on at least one of the following:


*Useful economic life of the overall  asset


*Market value of overall asset


*Extent to which some or all of the asset can be used for HCC’s purposes





If “Yes” capitalise as part of the existing asset





If “No” charge to revenue














Does the work replace a component of the fixed asset that has been treated as an integral part of the overall asset?





If the component has been accounted for separately, write out the old component and capitalise the new component





Does the new component represent an upgrade on the old component such that the previously assessed level of performance for the overall asset has increased?





Charge to revenue





Write out the value of the residual component and capitalise the new component if material, consider capitalising the new component as a residual asset
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