ADDING to your advantage!

HERN Funding Fair Workshop – 18th October 2006
Some notes on Full Cost Recovery
What is Full Cost Recovery?
Recovering or securing funding for the total costs of each service, project or area of activity including an appropriate proportion of ALL relevant organisational costs. The totality of these costs is necessary in order for any project or service to run effectively and efficiently.

What are costs?

Daft question perhaps but it helps to ensure we are all thinking the same thing. Cost is a financial measure of the resources utilised in accomplishing a specified purpose, such as performing a service, providing a product, or carrying out a project or activity. Community-voluntary organisations often engage a substantial amount of ‘volunteer resources’ as well. Although these may appear to be cost-free, they certainly have a value and there is always the opportunity-cost (i.e. volunteers provide a finite amount of time – if they are engaged on one activity you lose the opportunity to use them for something else).

Full costs are defined as those costs that reasonably can be associated with and allocated to a particular project. They include ‘direct’ costs (n.b. readily and specifically identified with a particular sponsored project) and ‘indirect’ costs (n.b. incurred for common or joint objectives).

What are your costs?

Before you can even consider the recovery of costs, you need to undertake a comprehensive and accurate assessment of what those costs are. Where costing is being undertaken in regard to funding a new service, project or activity it is important to understand that there will be ‘direct’ and ‘indirect’ costs.

What are ‘core’ costs?

The phrase ‘core costs’ is much used in the community-voluntary sector, and could usefully be abolished. Most funders have a perception that they don’t want to pay for ‘core’ costs: infrastructure costs unrelated to the achievement of outputs, outcomes etc. The phrase ‘core costs’ also implies that they are static: just sitting their waiting for someone to pay them! In fact the relationship between so-called ‘core costs’ and project costs is much more dynamic. They could more appropriately be called essential costs – because that is what they are. Essential costs include:

· management and leadership

· infrastructure and accommodation

· finance, governance and controls

· strategic development

It is vital for all organisations to identify their strategic approach to meeting these essential costs. There are 3 options:

· Development funding – ‘fixed term’ meeting of essential costs (i.e. short-medium term arrangement)

· Strategic funding – long term funding of essential costs (n.b. ideal long term option)

· Full project funding – meet costs as part of funding package (i.e. the full cost recovery approach)

There is no 4th way and if your organisation cannot clearly identify which of these approaches is in place then it is adopting a high risk approach to essential funding (i.e. you ‘hope’ that essential costs will be met).

What are ‘direct’ costs?

These are the additional costs incurred directly by undertaking the new area of work. The most obvious direct cost is the employment of a staff member to carry out the work. Other direct costs include creating a new workstation (desk, chair, PC etc.); generating publicity (e.g. promotional flyers) and the purchase of equipment that is used exclusively for the activity. These are also referred to as the ‘marginal’ costs as they exist at the margins of the basic costs of the host organisation. Funders are very attracted to the idea of paying only for ‘direct’ or ‘marginal’ costs as it represents the cheapest way of them achieving the outcomes they are seeking.

What are ‘indirect’ costs?

Indirect costs cannot be specifically identified with a specific service, project etc. They are the costs incurred by the host organisation which make a contribution towards (n.b. in many cases are essential) the new area of work. Indirect costs are shared between the new area of work and the other cost areas in the organisation. Accommodation (e.g. rent) is the most obvious example of an indirect cost which is incurred by the new project etc. Other obvious examples are utilities, insurance and postage but less obvious indirect costs should not be forgotten. These include the salary costs of the staff of the host organisation; such as line management and supervision, administration and bookkeeping. A project should also make a contribution towards governance costs as the trustees are ultimately accountable and are taking on the risks associated with the project.
What’s wrong with direct/marginal cost funding?

It should already be apparent that the true cost of delivering additional work is not fully met by providing only for the direct cost elements. If the funding is, for example, not paying towards any of those indirect costs, then who is? Do you have a funder who has agreed to meet all of your basic costs without regard to what other income you generate? If not, are you using funds provided from another source to subsidise your new piece of work? Would your existing funder be happy to act as the source of a cross-subsidy or do they regard their contribution restricted funding?
Some funders may be sceptical about meeting indirect costs, implying that they are not really attributable to their piece of work. The question to ask yourself is this: “Could the proposed new work be undertaken on the basis of the payment of direct costs alone?” If not then you need to ask whether your organisation is in business to deliver services at below cost and how it will sustain itself financially having adopted this approach.
More examples of ‘direct’ costs?

Working out the direct additional costs of a new project or activity is usually quite straightforward. It requires you to plan ahead the details and identify the costs associated with each element. Direct costs include:
· Staffing costs including basic salaries, additional allowances, employers’ National Insurance (NI) and pensions. There are salary increases, possible changes in NI etc. which have to be allowed for during the planned lifetime of the new activity.
· Staff training related to undertaking additional activity

· Travel costs
· Equipment purchase/rental required for new activity

· Consultancy fees for short-term work
· Marketing and promotional costs (related directly to new activity)

And indirect costs?

These can be much more difficult to identify and accurately assess as they arise through joint (including multiple) activities. For example, if the host organisation has a salaried administrator who spends time on work which exclusively benefits the new activity, how do you assess the cost to put on that? Are there costs in the host organisation which may be forgotten e.g. housekeeping/cleaning? (presumably all areas of your premises are equally well cleaned!).
· Accommodation (rent, mortgage). Even where accommodation is ‘rent free’, this has a value and should be included in the cost of providing a service.

· Utilities including communication (e.g. telephone, broadband), water, gas, electricity which are normally purchased corporately rather than on a project by project basis. Obviously where a new project installs a dedicated telephone line then this would clearly be a direct cost.
· Postage
· Information, Communication Technology (i.e. computers, software, technical support)
· Equipment (including office equipment such as photocopiers and telephone systems) n.b. where equipment is owned include a ‘depreciation cost’ to build up a fund for replacing the equipment
· Marketing and promotion where project benefits from corporate activity
· Staff training of a general nature (e.g. health and safety, equal opportunities)
· Staff costs – a proportion of the full cost of employing staff whose time is engaged by the new project etc (e.g. for purposes of line management/supervision; administrative support; bookkeeping/financial management)
· Other costs incurred by the host organisation (insurance) which may reasonably be apportioned to the new project etc.

Full cost recovery – in conclusion

Full cost recovery is the business-like approach to ensuring that your group or organisation meets the current costs of delivering its projects and services in full. It is also about ensuring there is a surplus to invest in the future of the organisation to ensure sustainability. If you dislike the phrase ‘business-like’ then think of it as a model which ensures that your service users will continue to receive your support well into the future. As an organisation with charitable purposes this is probably what you aspire to.

· for your service users – FCR guarantees there will be future service users

· for your funders – FCR guarantees that yours is a well-managed organisation which will not fail due to financial incompetence

· for your trustees – FCR ensures that they are well-informed; the basis for good governance.

Finding your way to full cost recovery
A Web search on this topic throws up a large number of results. It is interesting to see just what a diverse range of organisations across the world are grappling with the issue of full cost recovery. References of specific relevance to the UK community-voluntary sector are:

www.acevo.org.uk
Produces publications concerning full cost recovery including and an electronic template which can be used in budgeting:
Fragmented, short-term and undervalued funding leads to unreliable or poor quality services for disadvantaged groups. A proper understanding of their own cost base will be a vital step for organisations on the way to more sustainable, higher quality services for disadvantaged groups. – quote from ACEVO
www.ncvo-vol.org.uk/sfp/introductory-pack
A free pack for downloading produced by the Sustainable Funding Project 

(n.b. see also:www.ncvo-vol.org.uk/policy/index.asp?id=1388)
www.philanthropycapital.org/html/full_cost_recovery.php
Useful background material from the organisation that has worked with ACEVO to develop the full-cost recovery approach
www.ncvo-vol.org.uk/Asp/search/ncvo/main.aspx?siteID=1&sID=6&subSID=81&documentID=2598
Background material from NCVO on full cost recovery

www.charity-commission.gov.uk/supportingcharities/polstat.asp
Trustees have a duty to use charity assets as effectively as possible. Charities should always aim to recover the full cost of delivering services for public authorities, including administrative and overhead or "core" costs. It is reasonable for a charity to expect an authority to fund its full costs. Full cost recovery is supported by government policy, as set out in the Compact and its good practice code on funding and procurement.

www.dta.org.uk/Downloads/turkeys%20and%20lemons/fcr.pdf
Full Cost Recovery – a detailed guide from the Finance Hub
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