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1 Executive Summary

1.1 Introduction

The “Transparent approach to costing” (TRAC) methodology was developed to satisfy the government’s requirements for increased transparency and accountability for the use of public funds following the Transparency and Accountability Review of the Funding Arrangements for Research and its implementation by all UK higher education institutions (HEIs). The government has asked the funding councils to undertake an independent evaluation of how best to further improve both financial reporting and activity costing within the higher education sector, taking into account the need to balance any suggested amendments to reporting requirements with the costs and benefits to both funders and HEIs. In response to this request, the HE funding councils have established the Financial Reporting and Activity Costing Group (FRACG). 

The FRACG commissioned KPMG LLP to undertake an independent review of activity costing and financial reporting in higher education (HE). 

There are three main strands to the work:

· Strand 1: Activity Based Costing;

· Strand 2: Economic adjustments to reflect long term costs; and

· Strand 3: Financial reporting in the HE Sector.

1.2 Strand 1: Activity Based Costing

The conclusions of this section of the review are set out below:

1.2.1 Fitness for purpose

In broad terms, “fitness for purpose” can be considered from two standpoints; firstly as a means for the reporting of financial information to central government departments and secondly for the purposes of aiding internal decision-making within an institution. Our conclusions on these are as follows: -

· The TRAC methodology is “fit for purpose” as a vehicle for providing cost information for central reporting purposes in order to improve public accountability.

· The methodology provides a framework which an individual institution can enhance to provide cost information for its own purposes. Thus the TRAC methodology can also be regarded as “fit for purpose” in terms of being a platform from which institutions can develop more advanced costing systems for their own purposes, for example the costing of specific research and other projects. 

1.2.2 Comparability

· The key issue is not how TRAC compares with other sectors’ costing systems but whether TRAC is fit for the purpose for which it was designed. Other sectors have costing systems which are more or less complex and sophisticated than TRAC, but these other systems are designed to meet a different range of purposes. 

· Compared with public sector organisations, the TRAC approach is more complex and sophisticated than for some sectors but less complex and sophisticated compared to others.

· Activity Based Costing (ABC) systems in some private sector companies are substantially more complex and sophisticated than the TRAC methodology but that is because the environment in which those companies operate requires such a degree of complexity and sophistication.

· Compared with the higher education (HE) sectors in other countries, the TRAC methodology seems more advanced and some countries are considering the implementation of a TRAC-like approach.

1.2.3 Assurance arrangements

· The guidance on the involvement of internal audit provides a good degree of assurance about the extent to which HEIs comply with the TRAC principles. 

· The incorporation of TRAC information into the statutory accounts of HEIs would have implications for external audit. There would be clear cost implications but having an external audit opinion would provide increased assurance as to the robustness of the information. 

1.2.4 Possible Improvements

One possible improvement to the existing costing methodology concerns medical and dental school costs.  Consideration might be given to developing, work already done by JCPSG in this area.

1.2.5 Recommendation 

We recommend that before any decisions are made about introducing an improvement in the methodology regarding medical and dental school costs,  JCPSG need to consider it further and to evaluate it in relation to its materiality, practicality and cost and benefit implications.

1.3 Strand 2: Economic Adjustments

As well as dealing with the dis-aggregation of conventional accounting costs, the TRAC methodology requires the application of certain economic adjustments which can be described as “below the line” adjustments in that they are applied to the bottom line (historic cost) surplus/deficit position of HEIs. These economic adjustments are required as a result of the limitations of conventional accounting practices which do not provide a full reflection of the economic reality facing organisations by ensuring that all of the long term economic costs required to maintain a sustainable and competitive organisation are included in the statutory accounts. 

The economic adjustments made under the TRAC methodology are as follows:

· Infrastructure adjustment;

· Cost of capital adjustment; and

· Exceptional items adjustment.

1.3.1 Infrastructure adjustment

Our conclusions are as follows:-

1.3.1.1 Overall

· The conceptual basis behind this adjustment (for both buildings and equipment) is valid.

1.3.1.2 Buildings

· The use of depreciated replacement cost (DRC) as a basis for valuation is not appropriate.

· The basis of the valuation of rateable values means they are not an appropriate alternative.

· The current approach of using insurance replacement costs for buildings would seem to be a reasonable one with no better alternative.  

1.3.1.3 Equipment

· The likely materiality of an equipment adjustment cannot be identified on the basis of current information.

· An approach to calculating such an equipment adjustment could be developed using equipment inventories held by HEIs.

1.3.1.4 Recommendation regarding the infrastructure adjustment

· We recommend that with regard to buildings, further empirical analysis of current practices across the sector should be undertaken to determine the frequency with which insurance valuations should be obtained.

· We recommend that before any infrastructure adjustment for equipment is implemented further research should be undertaken on the likely magnitude and materiality of this equipment adjustment to assess whether it is worthwhile given that there will be costs associated with its implementation.

1.3.2 Cost of capital adjustment

1.3.2.1 Conclusions

Our conclusions are as follows:

· There is a strong conceptual basis for this adjustment.

· The current approach using MOD contractor rates of return is a proxy for the cost of capital adjustment in HEIs. However, there are a number of reasons why it may be an unsatisfactory proxy.

· Given that all HEIs undertake similar lines of business, the best approach would be a core rate of return that is HE specific and is derived from the identification of future HE investment requirements.  Such a rate of return is best calculated for the HE sector as a whole and applied to all HEIs.

· The implementation of this approach would  require further investigation into the future investment needs of HEIs.

· Given that HEIs show significant variations in risk profile, there may be merit in applying risk adjustment factors to individual HEIs based on a pragmatic assessment of their risk profile. However, there would be incremental costs involved in identifying the magnitude of such adjustments and further research would be needed to assess if this is worthwhile.

· The abatement factor does not have a conceptual basis and should be removed from the calculation.

1.3.2.2 Recommendations regarding the cost of capital adjustment

· We recommend the development and introduction of a sector-wide core rate of return based on the future investment needs of HEIs.

· We recommend that consideration be given to the application of institutional specific adjustments to this core rate of return to reflect the differing risk profiles of institutions.

· We recommend that the current abatement adjustment be abolished.

1.3.3 Exceptional items adjustment

1.3.3.1 Conclusions

There are two points to emphasise:

· Accounting principles - the adjustment is contrary to generally accepted accounting practice in respect of exceptional items 

· Materiality – at the sector level the overall magnitude of the adjustment is very small whereas for the individual institution it can be quite significant.

1.3.3.2 Recommendations

Overall, we are of the view that on the basis of lack of materiality at sector level, and as it is contrary to generally accepted accounting principles, this adjustment is not necessary.  We recommend it should be discontinued.

1.4 Strand 3: Financial reporting

Our conclusions are as follows:

1.4.1 Segmental reporting under SSAP 25

· SSAP 25 represents a specific framework for disclosure of segmental information in a manner which gives significant discretion to organisations as to whether they should disclose segmental results, and what format such disclosure should take.

· If in future a number of HEIs did start making segmental disclosure under SSAP 25, the information reported would be inconsistent and not comparable either across the sector or even for like-for-like HEIs. This would not meet the needs of the government group of stakeholders.

· If it were decided to go beyond the Standard, to require analysis by, for example, the five TRAC reporting categories, the same issues around comparability and consistency would apply.  If a specific methodology was provided (similar to TRAC), then this would by definition no longer constitute segmental reporting under SSAP 25 and would not be in accordance with Generally Accepted Accounting Principles.

In conclusion we consider SSAP 25 is not a suitable mechanism to deliver the required TRAC economic activity reporting for HEIs.

1.4.2 Bespoke activity reporting

A more prescriptive form of activity reporting could be required from HEIs. This could take two forms:

· Bespoke public reporting of activities within statutory accounts; or

· Bespoke private reporting of activities to funding councils.

The following conclusions arise in respect of these two options:

· To incorporate activity information into HEI accounts, via changes to the Accounts Direction, would have significant and definite workload and cost implications for institutions. The magnitude of these would depend on the type of disclosure envisaged.  Further, a process of consultation with the accounting profession, the sector and external auditors would be required in terms of defining the information to be disclosed, its method of compilation and its subsequent audit. The costs associated with bespoke private reporting would be lower than for public reporting.

· Other than the government group of users, it is not clear that there would be any benefits to the users of HEI statutory accounts of increased disclosure through public activity reporting. Indeed, depending upon the nature of disclosure made, such disclosure could further mislead/confuse other users of the financial statements, for example, if comparisons were to be made across institutions.

· Since it would focus on the needs of the government user group, the private reporting of activity information through the HE funding councils should largely meet the needs of those users.

· Private reporting of activity information through the HE funding councils would protect HEIs from the release of commercially confidential information into the public domain

· If activity reporting (income and expenditure) by HEIs is thought to be necessary on overall cost-benefit grounds the private reporting route is to be preferred.

1.4.3 Comparison of disclosures in HE accounts with other sectors

There is variation across all sectors in terms of the information disclosed in the financial statements, though generally the HE sector disclosures are comparable to other sectors. In certain areas of disclosure, HEIs do not always disclose as much information as other sectors. However, this provides an incomplete picture and in discussing the financial reporting disclosure requirements of HEIs it is important to mention that HEIs also provide a range of other mandatory and non-mandatory disclosures of information, which are publicly available.  This range of information, which goes beyond the requirements on private companies and has similarities with some of the information requirements on various public sector organisations, includes:

· annual reports;

· data for performance tables e.g. those derived from various Higher Education Statistics Agency Returns such as management statistics, human resources, student numbers, categories and destination and finance;

· teaching quality assessments;

· research quality assessments; 

· a wide range of policies, procedures and other information through their web-sites (which will often cover a number of the non-financial disclosures highlighted above); and

· committee minutes.

This report focuses on financial reporting but it is possible to broadly identify that HEIs provide a range of publicly available information in addition to the financial statements. The Better Regulation Taskforce has identified that overall the HE sector has a number of levels of bureaucracy which could be streamlined this includes the various data collection/reporting requirements.  The recent White Paper on HE (DfES 2003) acknowledges this and has identified a number of actions which will be undertaken to reduce bureaucracy, including reducing the burden of data collection.

In this context, , whilst there are a small number of expenditure disclosures, which could be made mandatory through inclusion in funding council accounts directions, overall we see little added value through further disclosure and therefore cannot see a strong case for increasing the range of mandatory disclosure in HEI statutory accounts.  

1.4.4 Streamlining potential in respect of HESA and TRAC returns

We have considered a range of options ranging from the status quo through to production of one return which meets all needs.

We conclude that there is scope for streamlining the HESA finance and TRAC returns in terms of both information gathered and timescales.  At a level which would provide the greatest efficiency gains for the sector, this could involve a fundamental review of the need for a HESA finance return altogether and combine some of the other HESA data returns into an expanded TRAC return.  However, the needs of wider stakeholders and the HE Sector would need to be considered in undertaking such an option and this may involve the need to provide some publicly available financial information from the TRAC return. The ongoing fundamental review being undertaken by the funding councils in this area should identify the most appropriate streamlining option. 

1.4.5 Recommendation

Our only recommendation regarding financial reporting is that an approach to activity reporting should be introduced, which provides both income and expenditure figures for the five TRAC categories, on a confidential basis to funding councils.  This will require the development of guidance on income allocation.
2 Introduction

2.1 Background to review

The “Transparent approach to costing” (TRAC) methodology was developed to satisfy the government’s requirements for increased transparency and accountability for the use of public funds following the Transparency and Accountability Review of the Funding Arrangements for Research and its implementation by all UK HEIs. The government has asked the funding councils to undertake an independent evaluation of how best to further improve  both financial reporting and activity costing within the higher education sector, taking into account the need to balance any suggested amendments to reporting requirements with the costs and benefits to both funders and HEIs. This is described in paragraph 3.45 of Investing in Innovation (HM Treasury, 2002 (1)) as follows:

“The implementation in universities of TRAC, a management system for tracking the costs of research, was required following the 1998 spending review. For the first time, it provides universities with the financial data they need to meet the demands of managing research in the current climate and has enabled them to understand better the true costs of the research they carry out. This must now be used to create sustainable research businesses, so that the full economic costs devoted to research are covered from the range of public and private funding available to universities. This cannot be achieved immediately. But the Government expects universities, progressively,  to put in place the necessary systems and policies , with a view to their individually achieving a sustainable position. Progress will be reviewed before the next spending review.. Given the importance of transparency to research customers and Government, and the importance of setting the right financial context for university decision making, the Government will ask the funding councils to review, via an independent evaluation, how best to improve, further, universities’ financial reporting and activity costing, building on the progress to date and balancing requirements against the benefits to funders and universities.”

In response to this request, the HE funding councils have established the Financial Reporting and Activity Costing Group (FRACG). This group consists of representatives from both funding bodies, higher education institutions and the Learning and Skills Council (LSC). The group has an independent chair (Professor John Bull).

The FRACG commissioned KPMG to undertake an independent review of activity costing and financial reporting in HE. There are three main strands to the work.

· Strand 1: Activity Based Costing;

· Strand 2: Economic adjustments to reflect long term costs; and

· Strand 3: Financial reporting in the HE Sector.

2.2 Context

The TRAC methodology was introduced to give Treasury assurance regarding the application of public funding for research. The Treasury is now looking to develop a financial framework for the HE sector which will ensure long-term financial sustainability for the Sector. Considerable emphasis has been placed on the need for sustainability in the HE sector including, for example: -

· The 1998 HE grant letter, which set out the requirement for a Transparency Review linked to additional funding for research. This led to the development of TRAC.

· The 2002 Comprehensive Spending Review and ‘Investing in Innovation’ (HM Treasury, 2002 (1)) which emphasised the importance of sustainability.

· The HEFCE good practice guide to financial strategy in HEIs (HEFCE, 2002).  This emphasised the importance of achieving long term viability, maintaining productive capacity and having resources available to finance future development and investment.  

We suggest that sustainability in this context means:

· Ability to maintain current operational capability;

· Ability to replace existing fixed assets when they wear out; and

· Ability to invest in physical and human capital to meet future business needs.

To do this would require all HEI income streams for both teaching and research to cover the totality of costs (accounting costs and longer term economic costs), thus enabling HEIs to generate funds for future investment purposes. The logical outcome of this is that capital grants would be eliminated and HEIs should be in a position to finance capital expenditure from internally generated funds or borrowings.

2.3 Approach to the review

The approach to the review has  involved the following activities:

· Review of publications and other background papers commissioned by the JCPSG;

· Review of other published literature;

· Consultation with Steering Group members;

· Consultation with academic advisers; and

· Group discussions within KPMG and with HEFCE officials.

3 Activity Based Costing

3.1 Introduction

The TRAC methodology, which was the outcome of the Transparency Review, is comprehensively described in the documents entitled “Transparent approach to costing” published by the Joint Costing and Pricing Steering Group (JCPSG). This comprises three volumes: -

· Volume 1: Overview and implementation pack (published July 2000).

· Volume 2: Reference manual (published July 2000).

· Volume 2a: Updates and Supplementary Guidance (published December 2002).

The methodology has now been implemented by all HEIs within the United Kingdom. 

This section of the report is concerned with the methodology for ABC, which underpins the TRAC approach, and not its implementation by HEIs. It was not part of our terms of reference to assess how individual HEIs have implemented the TRAC methodology. This section covers the following:

· Review of key issues in the costing methodology;

· Comparison of the TRAC methodology with costing approaches in other sectors;

· Possible improvements to the methodology; and

· Conclusions on the fitness for purpose of the TRAC methodology.

3.2 Purpose of TRAC methodology

At the outset, it is important to define what was the purpose of developing and implementing the TRAC methodology. This will form a key basis for the review.  Volume 1 of the TRAC manual sets out the main driver for the methodology as being the requirement to produce information for the government on the full costs of research and other publicly funded activities, in order to improve public accountability.  There are other reasons for developing and implementing the TRAC methodology which are also part of the original TRAC objectives. These are:

· To provide a framework for further development by HEIs of their costing systems for their own management purposes.

· To be capable, in time, of satisfying the requirements of government departments and other research sponsors (including the EU) on non-competitive or cost based research contracts. This supports the emphasis made in ‘Investing in Innovation’ regarding the need to identify the full economic cost of activities.

The  TRAC methodology continues to develop and has the capability to develop, and there is an ongoing programme of work undertaken by the JCPSG to support the development and embedding of the methodology in HEIs.

3.3 Review of key issues in the costing methodology 

The TRAC methodology is broadly based on the principles of Activity Based Costing (ABC). The ABC approach was originally conceived  in the USA (see Cooper and Kaplan, 1998) and initially developed in the private sector. The predecessor to ABC, in the private sector was a system apportioned overhead costs using a single or very few bases which bore little or no relation to the consumption of resources but which were easy and cheap to implement. 

In reviewing the TRAC costing methodology we have focussed on the following key issues:

· activity categories;

· cost attribution methods; and
· internal audit requirements.
3.3.1 Activity Categories

3.3.1.1 Current approach

The Transparency Review methodology requires HEIs to report, annually at institution level, the total costs of five categories of activity: -

· Publicly Funded Teaching (PFT); 

· Non-Publicly Funded Teaching (NPFT); 

· Publicly Funded Research (PFR);

· Non-Publicly Funded Research (NPFR); and

· Other (O).  

3.3.1.2 Evaluation of the categorisation of activities

Having evaluated the methodology we would emphasize the following strengths in the categorisation approach adopted: -

· It provides a vehicle for academic staff to account for the use of their time in a practical and relatively unobtrusive way.

· It is based on a set of easily understood principles, which can be applied flexibly by all HEIs. It can be further enhanced by individual HEIs for their own purposes.

· It provides government with a sector-wide cost analysis of the main HEI activities and therefore provides public accountability for publicly funded teaching and research within UK HEIs.  This information can then be used to inform HE funding requirements and decisions. This information was not available from any other source prior to the Transparency Review.

· Recognising the inherent complexities in respect of knock-for-knock arrangements between HEIs and the NHS, the decision was made to incorporate Other (Clinical Services) within the categories of academic staff time collected. This enabled institutions with medical and dental schools to comply with the Transparency Review requirements from the outset.

· The ability of HEIs to calculate the cost of research at sponsor type level (including institution own-funded) by department, within the Transparency Review methodology, facilitates internal decision making as institutions can more readily understand the full economic cost, rather than just the direct or marginal costs, of the research they undertake. In this context, it should be noted that the TRAC methodology is now being extended to project level. 
· The Transparency Review methodology enables HEIs to calculate, in a much more robust way than ever before, a set of indirect cost rates for all of their activities.  This information, which is commercially sensitive, can then be used internally by institutions to calculate the full economic cost of individual projects and courses, which in turn can inform pricing decisions.  Again it should be noted that the TRAC methodology is now being extended to project level for this purpose.
The only aspect of the categorisation, which might require further consideration, is the “Other” category. The “Other” category is very heterogeneous in nature and incorporates a wide range of different activities. Furthermore, ongoing developments in the HE Sector suggest that the “Other” category is becoming more rather than less heterogeneous with the passage of time. Thus consideration might be given to increasing the number of categories in order that a more meaningful analysis of the “Other” category could be provided. There are two main options: -

· Source of funding – as with teaching and research, the “Other” category could be broken down into a publicly financed element and a privately financed element; or

· Type – the “Other” category could be broken into a small number of sub-categories reflecting the type of activity involved (e.g. consultancy, trading activities). 

Regarding the first approach, to analyse further  the “Other” category into a public and private element seems to be of doubtful value since the activities contained in each sub-category would still be very heterogeneous in nature.  We cannot see that this would provide meaningful information. Regarding the second approach, given that the main driver for the transparency review was the identification and reporting of research costs (and hence by inference, teaching costs) on a sector wide basis then we see little additional value in further dis-aggregating the “Other” category. Hence, overall we are of the view that there would not be any value in further dis-aggregating the “Other” category at a sector level as this would not make the methodology any more fit for purpose as currently defined. If individual HEIs wish to undertake further dis-aggregation for their own purposes they are free to do this within the existing TRAC methodology.

3.3.2 Cost attribution methods

3.3.2.1 Current approach

The TRAC methodology sets out the following approaches to attributing different elements of HEI costs: -

· Academic staff costs- the direct costs of staff totally dedicated to a particular direct activity (e.g. research associates or teaching assistants) can be directly allocated, unless more than 10% of their time is spent on activities other than their particular direct activity when they should be included within the academic staff population for completing time allocation schedules. Academic staff costs for those staff who have completed the time allocation schedules are allocated on the basis of actual or average cost and then reconciled with actual costs at departmental level. 

· Non-academic staff costs - Non-academic staff costs are either directly charged (e.g. a technician on a research grant) or allocated to Support, then  attributed to Teaching, Research or Other categories using a suitable proxy. 

· Direct non-staff costs - Non-staff costs included on projects are directly charged.

· Departmental non-staff costs - Some institutions are able to collect some or all of the costs (e.g. teaching consumables) within their chart of accounts.  However, others need to use a suitable proxy to allocate departmental non-staff costs. 

· Central costs - All central costs (which exclude trading activities such as residences and catering which are treated as ‘Other’ direct activities) are classified as Support, i.e. they constitute a large part of the numerator for the calculation of indirect cost rates.  Staff within central departments are not required to account for their time. Under the TRAC methodology, institutions use at least four cost drivers (e.g. staff numbers, student numbers, departmental expenditure, physical space) to split costs to department level. With regard to the split of central costs to the activity categories, the manual suggests that institutions directly allocate where possible and for the rest use a suitable proxy. An alternative would be to use more sophisticated cost drivers (e.g. weighted space costs allocated on the use of each room) to allocate costs between Teaching, Research and Other categories.
3.3.2.2 Evaluation of cost attribution methods

Having evaluated the methodology adopted in relation to cost attribution we would emphasise the following strengths of the approach: -

· Academic staff, which constitute on average approximately 30% of total HEI costs, are attributed to the five categories on the basis of information collected specifically for this purpose and where there is an audit trail in existence. In addition, a significant proportion of other direct costs are attributed on the same basis.

· Total staff costs which constitute, on average, approximately 60% of total HEI costs, are attributed to the five categories on the basis of information collected for this purpose.

· The use of a minimum of four cost drivers to apportion central costs provides a distinction between those activities, which are driven by different cost drivers. However, HEIs are complex organisations undertaking a wide range of activities and it could be that more sophisticated approaches to central cost attribution, incorporating a wider range of cost drivers, might be appropriate. 
· Central support costs make up about 20% of total costs within the Transparency Review data, depending upon the structure of the institution. These are distributed between activity categories by employing a number of cost drivers. These usually include Student load (fte or headcount); staff numbers (fte or headcount); space occupied (square meters); departmental costs (£). These drivers are inevitably strongly correlated statistically. For example:

· Student load  correlates with staff numbers through SSRs

· Space occupied correlates with staff and student numbers is correlated through “space norms”

· Departmental costs correlate with staff numbers

Because of this correlation, changes in the choice of driver or of the number of drivers employed are unlikely to bring about a large change in the distribution. It is difficult to envisage a change of distribution of more than 20% because of this strong correlation.

· However, the impact on the TRAC results of changing the numbers and mix of cost drivers is an empirical question, which can only be addressed through financial modeling. JCPSG have undertaken some such modeling for a sample of HEIs and the results are summarised in the tables below:

Institution A

	Version
	T PF

%costs
	T NPF

%costs
	R PF

%costs
	R NPF

%costs
	O

%costs
	Total

%

	Base TR
	23.5
	6.5
	38.0
	16.9
	15.1
	100.0

	Alternative 1
	23.7
	6.6
	38.2
	16.7
	14.8
	100.0

	Alternative 2
	23.2
	6.5
	37.6
	17.2
	15.5
	100.0

	Alternative 3
	23.1
	6.5
	37.7
	17.2
	15.5
	100.0


Institution B

	Version
	T PF

%costs
	T NPF

%costs
	R PF

%costs
	R NPF

%costs
	O

%costs
	Total

%

	Base TR
	22.9
	1.5
	34.6
	28.5
	12.5
	100

	Alternative 1
	23.5
	1.5
	34.8
	27.8
	12.5
	100

	Alternative 2
	22.4
	1.5
	34.7
	28.8
	12.5
	100

	Alternative 3
	22.4
	1.5
	34.7
	28.7
	12.5
	100

	Alternative 4
	22.6
	1.5
	34.7
	28.7
	12.6
	100


On the basis of these results, the distribution of costs between the five categories seems relatively stable in relation to changes in the volume and mix of cost drivers.

· The cost attribution methods in the TRAC methodology are sophisticated enough to meet the minimum needs of HEIs in the environment in which they operate. HEIs requiring more sophisticated costing systems are free to develop such systems within the TRAC framework.

3.3.3 Assurance arrangements

The TRAC methodology is subject to internal audit requirements which are set out in the Quality Assurance Section of the Transparency Review Guidance Manual, and for English HEIs, theHEFCE has reinforced the need to comply with these requirements (see circular letter 11/2003: Annex A, paragraphs 9 – 11). In particular, this details the need for the relevant committee (i.e. the committee set up with responsibility for confirming compliance with TRAC standards) to seek assurance from the internal auditor about progress in meeting the TRAC requirements. This process seems to provide a good degree of assurance about the degree of institutional compliance with the TRAC principles and requirements.

Neither the TRAC methodology nor the results of applying the methodology is subject to review by the external auditors of HEIs. In section 5 of this report we discuss the possibility of TRAC information being incorporated into the statutory accounts of HEIs and the implications of this for external audit. There would clearly be cost implications but having an external audit opinion in some form would provide increased assurance as to the robustness of the information.

3.4 Comparison of the TRAC methodology with costing approaches in other sectors

This section considers approaches to costing in other public and private sectors. At the outset it must be emphasised that such an exercise, although providing interesting information on comparative practices, provides only very limited guidance and information regarding the development of costing systems in the HE sector.

3.4.1 Further Education Sector

The further education (FE) Sector comprises several hundred FE colleges within the United Kingdom and these colleges show significant variations in terms of size and the nature of activities they undertake. There is no national framework or national methodology regarding the costing of FE activities in a similar manner to that set out in the TRAC methodology. Thus individual colleges are largely left to their own devices. As a result costing practices in colleges vary substantially. The thrust of costing development in FE colleges would be concerned with what is referred to as “course costing”. At one extreme we are aware of a college whose costing systems employ detailed allocations of staff time (based on teaching timetables) and a sophisticated approach to the attribution of central costs using a multiplicity of cost drivers for each central department. At the other extreme, we are aware of colleges who have virtually no course costing information and might employ pilot exercises to establish the costs of specific courses on which they require information. 

In October 2000 the Learning and Skills Development Agency (LSDA) brought together a group of practitioners from the College Finance Directors Group (CFDG) and finance specialists from the FEFC (the predecessor to the LSC), HEFCE and NAO to consider how best to help colleges improve their financial management.  Drawing upon the NAO review “Managing Finances in English Further Education”, and the TRAC initiative in HE, the group circulated a questionnaire to all college finance directors seeking information on their approaches to costing, budgeting and financial reporting.  Around one third of the Sector (144 colleges) responded.  The survey showed that whilst the majority of colleges make good use of costing and other financial information, there is significant variation in practice and seems to be scope for improvement. 
3.4.2 NHS

The NHS Costing Manual was introduced in November 1999 (NHSE, 1999) to bring a greater degree of consistency to the production of cost information.  The increasing emphasis on benchmarking performance reinforces the need for a comprehensive and consistent approach to costing.  The revised version of the Costing Manual issued in December 2001, took on board all lessons learnt from reference costs over the previous four years and produced a more detailed and increasingly prescriptive treatment of NHS costs.  

The Costing Manual is not just designed to support the production of the National Schedule of Reference Costs, but should also be used in costing service agreements and developing and monitoring service and financial frameworks, as well as developments in and the monitoring and implementation of National Service Frameworks.  Costing must be undertaken on a full absorption basis and costs should be matched to the services that generate them and should reflect the full and true economic cost of the service delivered.  

However, this is not the end point and NHS costing and costing guidance are part of an iterative process which will continue while clinical practice and service delivery change and develop.  Through the sharing of unit cost information across the NHS and wider health arenas, the National Schedule of Reference Costs (NSRC) seeks to facilitate meaningful discussions to support the modernisation agenda. The benefits of the NSRC are perceived to have grown with the coverage of services and although the rollout programme will continue the emphasis has now shifted to the proactive use of this data, rather than just transparency and peripheral analysis.  As this data is being used more proactively by all parts of the NHS, the Department of Health and other associated bodies such as the Audit Commission, H.M Treasury, and private and voluntary organizations, then the need for comparable, high quality data is reinforced.  This has strong links with ongoing work on data quality and accreditation. In turn, this reinforces the need for the full adoption of, and compliance with, the key underlying principles of the production and development of NHS costing generally and reference costs in particular.

Reference should also be made to the issue of “funding flows”. Reference costs based on Health Resource Groups (HRGs) will be used to develop standard tariffs for health care services which will be applied nationally though subject to some regional variation. However, the quality of this cost information will be much less developed in the primary care sector compared to the secondary care sector.

3.4.3 Private sector

In developing costing in the HE Sector, the basic lesson learned from the private sector was to adopt activity-based costing. Most of the early examples of ABC were from manufacturing companies and the results followed a similar pattern. ABC produced significantly different costs in comparison with traditional costing methods where there was a diverse product range  different levels of complexity and the volumes of product varied significantly.  Later examples of the use of ABC came from the service sector, and particularly financial services.

However, in using the term “private sector” we must recognise that we are not dealing with a homogeneous set of organisations and that companies will vary according to:

· size;

· type (manufacturing, service );

· organisation;

· product mix and volume; and

· market environment.

Hence it is difficult to generalise about the application of ABC in the “private sector” since the degree of sophistication of ABC systems in the private sector varies extensively, particularly in relation to the definition of activities and the use of cost drivers. It seems likely that the degree of sophistication is driven by the need for the information and will be influenced by: -

· the complexity of the organisation’s product range;

· the pattern of resource use in the organisation; and

· the degree of competitiveness of the market in which it operates.

Thus, for example, companies which operate in a highly competitive market place where the price of a product is the major determinant of sales will probably require highly sophisticated ABC systems. This is because inaccuracies in costing could lead to the setting of higher than necessary prices, which, in turn, could have a serious impact on sales volumes.

3.4.4 International HE comparisons

We have briefly explored the status of costing systems in the following countries:

3.4.4.1 United States

The HE Sector in the USA is even more disparate than that in the UK with a wide variety of institutions of various types and sizes. There is no equivalent to the TRAC approach in the USA in terms of a costing methodology to be applied by all HEIs although there are standard approaches to the calculation of on-cost rates for indirect costs of research contracts.

3.4.4.2 New Zealand

Our understanding is that there is no equivalent to the TRAC approach in the HE Sector in New Zealand and that the sector is considering the implementation of the TRAC-style approach.

Further evidence that the UK’s costing approach may be ahead of the field is drawn from the number of overseas HEIs who are accessing this methodology and approach from the JCPSG’s website. Over the six month period January to June 2002 overseas hits on the website represented 7% of the total hits. Countries which accessed the website include:

Canada

   76

USA
              848

NZ

 593

Singapore
 104

Netherlands
   62

Australia
 593

South Africa
   70

France

 117

Hong Kong
   62

Belgium
   97

These figures may be understated since the country of origin cannot be identified for users accessing the site using search engines.

3.4.5 What do we learn from inter-sectoral comparisons?

As already discussed the purpose for developing the TRAC methodology was in order to provide macro-level reporting of HE expenditure on teaching and research. Since the TRAC methodology provides for this macro-level requirement then it is fit for purpose and no further enhancements are needed for this specific purpose.

The key issue is that organisations develop costing systems which meet their needs. In broad terms it is likely that the more complex the product range of an organisation and the more competitive its market then the more complex and sophisticated its costing systems.

The fact that costing approaches in some sectors are more complex and sophisticated than TRAC does not mean they are “better” but only that they are “different”. 

In general terms, the more complex the costing system the more expensive it will be to set up and operate. Basic information economics suggests that the costs of operating such costing systems must be compared to the benefits they bring. For example, if the TRAC approach uses at least four cost drivers for the attribution of central costs and the NHS uses more this does not make the NHS approach “better”. However, it does make the NHS approach “different”, more complex and, probably, more expensive to operate. However, one must assume this complexity is required to make the NHS costing system fit for purpose and, implicitly, to ensure that the benefits being produced exceed the costs.

In summary, the key issues for any organisations or sectors are not how they compare with other sectors and organisations but:

· Is their costing approach fit for purpose?

· Are the benefits of their costing approach in excess of the costs?

3.5 Possible improvements to the TRAC methodology

Only one possible improvement to the TRAC methodology has been identified and this concerns medical and dental school costs. We have already noted the approach employed in the TRAC methodology with regard to the inclusion of clinical services in the “Other” category. This approach does not, of course, take account of the costs of the mutual support (knock-for-knock) arrangements between the medical/dental school and its partner NHS Trust. Thus an improvement in the TRAC methodology might be the development of further guidance about how to deal with and take account of these mutual support arrangements between the HEI and the NHS Trust. However, this is a complex area and development work has already been undertaken by JCPSG. This should be built upon.

3.6 Conclusions on the TRAC methodology for activity based costing

Our conclusions about the TRAC methodology are as follows:

3.6.1 Fitness for purpose

In broad terms, “fitness for purpose” can be considered from two standpoints; firstly as a means for central reporting of financial information and secondly for the purposes of aiding internal decision-making within the institution. Our conclusions on these are as follows:

· The methodology is “fit for purpose” as a vehicle for providing cost information for central reporting purposes in order to improve public accountability.

· The methodology provides a framework which an individual institution can enhance to provide cost information for its own purposes. Thus the TRAC methodology can be regarded as “fit for purpose” as a platform from which institutions can develop more advanced costing systems for their own purposes, for example costing of specific research and other projects. 

3.6.2 Comparability

· The key issue is not how TRAC compares with other sectors’ costing systems but whether TRAC is fit for the purpose for which it was designed. Other sectors have costing systems which are more or less complex and sophisticated than TRAC, but these other systems are designed to meet a different range of purposes. 

· Compared with public sector organisations, the TRAC approach is more complex and sophisticated than for some sectors (e.g. FE) but less complex and sophisticated compared to others (e.g. the NHS).

· ABC systems in some private sector companies are substantially more complex and sophisticated than the TRAC methodology but that is because the environment in which those companies operate requires such a degree of sophistication. 

· Compared with HE sectors in other countries, the TRAC methodology seems more advanced and some countries are considering the implementation of a TRAC-like approach.

3.6.3 Assurance arrangements

· The guidance on the involvement of internal audit provides a good degree of assurance about the extent to which HEIs are complying with the TRAC principles. 

· The incorporation of TRAC information into the statutory accounts of HEIs would have implications for external audit. There would clearly be cost implications but having an external audit opinion in some form would provide increased assurance as to the robustness of the information. This issue is considered further in section 5 of this report.

3.6.4 Possible Improvements

One possible improvement to the TRAC methodology which has been identified concerns the costs of medical and dental schools and the need to further develop , work already done by JCPSG in relation to these costs. We suggest that before any decisions are made about this possible improvement, JCPSG needs to consider it further and to evaluate it in relation to its materiality, practicality and cost and benefit implications.

4 Economic adjustments

4.1 Introduction

4.1.1 Background

As well as dealing with the dis-aggregation of conventional accounting costs, the TRAC methodology requires the application of certain economic adjustments which can be described as “below the line” adjustments in that they are applied to the bottom line (historic cost) surplus/deficit position of HEIs. These economic adjustments are required as a result of the limitations of conventional accounting practices which do not provide a full reflection of the economic reality facing organisations by ensuring that all of the long term economic costs required to maintain a sustainable and competitive organisation are included in the statutory accounts. This point is emphasised in paragraph 3.45 of Investing in Innovation (HM Treasury, 2002 (1)).

This is further discussed in section 5.2.1.6 with regard to the fit between financial reporting and economic reporting for TRAC purposes. To ensure that pricing decisions reflect long term economic costs, and thereby contribute towards the achievement of sustainability (as emphasised in ‘Investing in Innovation’), a series of adjustments are needed to ensure that the organisation has made financial provision to: -

· maintain its operational capability;

· be capable of replacing assets when they wear out; and

· be capable of acquiring new and additional assets to meet future business needs

The economic adjustments actually made under the TRAC methodology are described in the documents entitled “Transparent approach to costing” published by the Joint Costing and Pricing Steering Group (JCPSG). They are as follows:

· Infrastructure adjustment;

· Cost of capital adjustment; and

· Exceptional items adjustment.

4.1.2 Requirements of the review

The main requirements of this section of the review are as follows:

· to confirm the rationale for and conceptual basis behind making these adjustments;

· to discuss the current approach to making these adjustments and to confirm (or not) the reasonableness and robustness of the approach; and

· to consider alternative methods of making these adjustments.

4.2 Infrastructure Adjustment

4.2.1 Why have an infrastructure adjustment?

Within accounting theory the concept of capital maintenance requires that organisations assess their financial performance (surplus/deficit) after ensuring that they have maintained the capital of the organisation at the end of a period at the same level as at the beginning of the period (see Hendriksen 1970, chapter 5). This means that the costs recorded in the income and expenditure statement of the organisation must include all costs including the costs associated with capital depletion. To ensure that the organisation has maintained its capital in terms of its productive operational capacity, accounting theory requires that the costs of capital depletion be based on the replacement cost of the assets involved (Revsine 1973). However, in addition, to fully ensure, that productive operational capacity is maintained the organisation should also charge backlog depreciation, but this does not form part of the TRAC methodology.

The TRAC approach (as set down in the various TRAC manuals) recognises this issue of maintaining productive capacity and states that “it is important that costs reported under the Transparency Review reflect the full long term costs of maintaining the institution’s infrastructure in a safe and productive state, and to a standard that reflects the norm required to be competitive in the sector” (see TRAC Reference Manual). For HEIs to continue to operate in a sustainable and competitive manner it is vital that this standard be achieved and that the full costs of capital depletion, at replacement cost, are identified and recorded. However, we would note that while the term “infrastructure” refers to both buildings and equipment the current infrastructure adjustment incorporated into the TRAC methodology only applies to buildings. 

With regard to buildings, the purpose of this adjustment is to adjust the depreciation figure for buildings, incorporated into the statutory accounts, to a level which represents depreciation based on the replacement cost of the assets.  However, it must be emphasised that this adjustment is only designed to reflect depreciation at replacement cost levels on those assets which the HEI currently possesses, thus to maintain their productive capacity for the current level of activity. It is not designed to reflect the need for increases in building capacity which may be required at some future date to meet ongoing development needs in the sector. This is the role of the cost of capital adjustment and we will return to this issue later. 

With regard to equipment, we have already noted that no such adjustment is currently applied under the TRAC methodology. If such an adjustment were applied, then its conceptual basis would be essentially the same as for the buildings infrastructure adjustment, namely to maintain operational capability.  This could be done by adjusting the depreciation figure to a level which represents depreciation based on the replacement cost of the equipment, but since much of HEI equipment expenditure is not capitalised cognisance would need to be taken of this when calculating a potential equipment adjustment. As with the buildings adjustment, it must be emphasised that this adjustment is only designed to reflect depreciation at replacement cost levels on those equipment assets which the HEI currently possesses. It is not designed to reflect the need for increases in equipment capacity which may be required at some future date to meet ongoing development needs in the sector. This is the role of the cost of capital adjustment and we will return to this issue later. 

However, the issue of equipment depreciation needs to be explored in a little more depth. Equipment is an all-embracing term covering such things as: 

· specialist scientific equipment;

· IT equipment;

· audio-visual teaching aids;

· vehicles; and

· estate plant and maintenance.

The reality is that some of these types of equipment (e.g. scientific equipment, IT) are subject to ongoing and extensive technological development. In these situations it is meaningless to talk about replacement cost of the identical asset, since the identical asset in all probability is no longer being manufactured. What can be considered is the cost of replacing the equivalent amount of utility derivable from the asset. This is often described as the modern equivalent asset method (see Heald 1989). 

However, the pace of technological change with some of these types of equipment is such that the replacement cost of the equivalent amount of utility derivable from the asset may be less than historic cost depreciation. 

4.2.2 How is the infrastructure (buildings) adjustment applied in practice

4.2.2.1 Current accounting practice

Current accounting practice applied within HEIs is that buildings are capitalised and depreciation is charged in the accounts on one of the following bases: -

· Historic cost of the asset.

· The asset has been revalued and depreciation based on that revalued amount.

However, there is little common practice between HEIs in terms of: -

· the threshold for capitalisation and the nature of expenditure capitalised;

· the period over which assets are depreciated; and

· whether or not assets are revalued. Generally HEIs have adopted a similar approach to the private sector upon implementing Financial Reporting Standard 15 and decided to retain assets at the carrying value at the time of implementing the standard (either historic cost or valuation).

4.2.2.2 Current approach to making infrastructure (buildings) adjustment

The current approach is that all buildings assets are valued using insurance valuations and replacement cost depreciation calculated on the basis of those valuations. The infrastructure adjustment is the difference between this depreciation figure and the figure incorporated into the statutory accounts together with deductions made in relation to the cost of certain types of non-capitalised long-term maintenance. However, there may be differing bases for insurance valuations:

· Nature of valuation

Valuations may be based on the cost of replacing the equivalent building in its current form or the cost of replacing the utility provided by the building. This is an important distinction. Some HEIs have old historic and listed buildings where the replacement cost of the equivalent building in its current form would be substantial. However, the cost of replacing the utility provided by the building (by means of a modern building) would probably be considerably lower. Discussions with firms of surveyors suggests that the incidence of such old historic buildings is limited and that where they do exist the HEI will insure on the basis of replacing the utility provided by the asset. Thus looking across the sector as a whole we would be surprised if the majority of insurance valuations were not undertaken on the basis of replacing the equivalent utility of the current buildings.

· Methods of valuation 

Valuations may be adjusted each year by the use of indices but revaluations could be made periodically by professional valuers. Discussions with a sample of firms who undertake valuations within the sector confirm that the standard practice is to identify the replacement cost of the utility of each building, though adjustments would be made to account for listed buildings.  It is important to highlight that insurance valuations:

· include a cost for demolition and clearing the site prior to re-build together with fees;

· include VAT but exclude recoverable VAT; and

· would take into account the location of the buildings in terms of its impact on rebuild costs.

Demolition and clearance costs typically account for up to 10% of the insurance valuation. The TRAC guidelines require institutions to adjust the insurance replacement cost figures for the above factors. 

Further, it is important to highlight that the onus for keeping insurance valuations up to date lies with the individual institution and not the insurance company. It is common practice for an institution to arrange an external insurance valuation and for the insurance company, unless further advice is received from the institution, to index this valuation in subsequent years, adjusted for notified building additions and disposals. Whilst  indexation practices may vary by insurer, we understand common practice is to use the RICS indexation base, which includes a regional component (rather than simply taking a broad national index).  Without further investigation, it is not possible to confirm whether this type of approach is adopted consistently across the sector. 

4.2.3 Alternative approaches to making the infrastructure (buildings) adjustment

Alternative approaches would require a means of establishing replacement cost of an asset on which to base the calculation of replacement cost depreciation. There would seem to be three broad approaches which may be applied

4.2.3.1 Use of depreciated replacement cost (DRC)

Depreciated replacement cost (existing use) or Open Market Value (existing use) valuations would consider the gross replacement cost of each asset. A judgment on condition would result in a reduced replacement cost valuation and an assessed remaining useful life. These judgements would also assume that the buildings were adequately maintained in the future. The valuations would exclude VAT. Typically, a DRC valuation for a building could be up to 50% lower than an insurance replacement cost valuation (though clearly the depreciation period may also be different) and therefore this could have a material impact on the economic adjustment if such an approach were to be adopted.  

Most institutions do not undertake such valuations as a matter of course for their financial statements and discussions with surveying firms suggest a valuation may cost typically some £25,000 to £40,000, excluding HEI management time.  This is considerably more expensive than insurance valuations.

Using such a valuation method would, we believe, result in a far more complex route by which to achieve an economic charge which represents the full replacement cost of buildings. As the valuation basis produces a charge based on building condition, a detailed analysis of maintenance expenditure charged would also have to be undertaken and, if an institution was not undertaking an appropriate level of cyclical maintenance, there would be an argument for further adjustment to reflect this.  In our view this would ultimately require the institution to rely upon an insurance replacement cost valuation to make the necessary adjustments, thus negating the need for the DRC valuation in the first place.

4.2.3.2 Insurance Valuations

For TRAC purposes, fixed assets could continue to be valued on the basis of insurance valuations and we see three sub-approaches: -

· Annual professional valuations.

· Periodic valuations supplemented by indices in the interim years.

· Use of indices each year.

In practice, there is a mix of approaches regarding the process of valuation applied within the HE sector and thus it is not possible to conclude about the overall position within the sector.

We have considered each of these sub-options in relation to cost and significance.

· Cost

Discussions with a sample of property valuers active within the sector indicate the following:

· The cost of carrying out a typical insurance valuation would be of the order of £10,000 per institution per annum. This would imply costs to the sector in the order of £2 million per annum plus HEI management time.

· If we assume that professional valuations were undertaken every five years then the annual costs to the sector (assuming valuations were spread equally over the years) would be in the order of £400,000 per annum plus HEI management time.

· The use of indices would have no additional costs other than management time.

Given that there is this mix of valuation practices in the HE Sector (for example the frequency with which new valuations are obtained as part of retendering insurance arrangements) it is not possible to assess the incremental costs of applying any of these sub-options.

· Significance and materiality

Clearly the most accurate valuations would come from the use of annual professional valuations which take account of changes in the local property market. The use of periodic valuations every five years would mean that for four years the replacement value used to calculate the infrastructure adjustment might differ from the actual replacement value derived from professional valuation. The magnitude of this difference and its materiality to the infrastructure adjustment is not known, although the difference would self-correct every five years once the periodic valuation has taken place. The use of indices without any professional valuations could mean that the replacement value used to calculate the infrastructure adjustment might differ substantially from the actual replacement value and no correction might ever be made. This would be particularly the case where local property market movements were out of alignment with that of the region since the indexation adjustments would probably be based on the region as a whole.

Given that there is this mix of valuation practices in the HE Sector it is not possible to assess the magnitude of these differences.

· Overall conclusion

On the basis of current information, it is not possible to conclude on the most appropriate approach to obtaining replacement cost information based on insurance valuations. We recommend further information be obtained on the costs of valuations and the potential materiality of differences between professional valuations and the use of indices as part of the implementation phase of this report.   

4.2.3.3 Use of rateable values

Another approach would be to use rateable values as the basis for valuation. Rateable values are set by the valuation officers of the Valuation Office Agency (VOA) and are based on the yearly rent the property could have been let for on the open market on a particular date. Where possible the valuer will use market rental data on which to establish rateable values but in many cases (particularly public services buildings) this is not possible since the required market rental data is not available. This situation would probably arise in relation to many HEI buildings. In such circumstances, valuers  tend to derive rateable values from the depreciated replacement costs of buildings, which would be calculated by dividing the costs of rebuilding over its useful life.

There would seem to be a number of practical problems associated with the use of rateable values for the purposes of calculating the infrastructure adjustment:

· Whether district valuers would be able to commit time to working with HEIs on this issue.

· The time burden on HEI estates staff in liasing with district valuers.

· Rateable values are usually many years out of date.

The use of rateable values was originally considered as an option by JCPSG in developing the TRAC methodology but rejected as being inappropriate since rateable values are based on rental value whereas the TRAC adjustment is intended to provide for capital replacement. We concur with that view.

4.2.4 Application of a potential infrastructure (equipment) adjustment

This section looks at how the infrastructure adjustment in relation to equipment might be applied in practice, and the merits of doing so.

4.2.4.1 Mainstream accounting practice regarding equipment

With regard to equipment, there are basically a mix of  two accounting practices which can be applied: -

· Method 1: The cost of the equipment can be charged to the income and expenditure account and written off in one year. This equipment will, therefore, not be included in the balance sheet figures for fixed assets.

· Method 2: The cost of the equipment can be capitalised and included in the balance sheet figures for fixed assets. This cost will then be depreciated over a period of years and the depreciation cost charged each year to the income and expenditure account.

In all organisations there will be an accounting policy about which practice should be applied. Usually equipment purchases below a defined cost will be treated as method 1 while those equipment purchases above a defined cost will be treated as method 2.

Within the HE Sector there are substantial variations in accounting practices regarding equipment in that: -

· HEIs will differ markedly in the level of equipment expenditure they capitalise (individual purchases from as low as £250 up to £50,000) and therefore the amount they charge directly to the income and expenditure account.

· HEIs differ on the period over which they will depreciate equipment which has been capitalised.

In addition a proportion of equipment purchases are grant funded.  Such funding is treated as a deferred capital grant and released to the income and expenditure account in line with the associated equipment expenditure charge to revenue.

HEIs also lease equipment through finance lease arrangements (where the equipment will be capitalised in the same way as for purchased equipment) and through operating lease arrangements (where the equipment will not be capitalised and the annual lease cost will be charged to the income and expenditure account).

4.2.4.2 Key issues regarding an infrastructure (equipment) adjustment

Before considering possible approaches to making an equipment infrastructure adjustment there are two key issues to consider:

· Materiality

A recent publication on science infrastructure (OST 2001, section 2), incorporated estimates which suggest that the total value of equipment in the HE Sector is in the order of £8 billion. This estimate has been derived from estimates of the total insurable value of HEI assets and the proportion attributable to equipment. However, no comprehensive analysis is available of the value of such equipment by type (e.g. scientific, IT, vehicles). The absence of such data on HEI equipment (and the fact that with some types of equipment the infrastructure adjustment might be negative, thus offsetting any positive adjustment) means that it is not clear as to what would be the overall magnitude of and hence materiality of an infrastructure (equipment) adjustment. 

· Lumpiness

If equipment spend was fairly smooth from year to year then the annual write off of equipment might be regarded as a reasonable proxy for depreciation (albeit at historic cost). However, if equipment spend is lumpy then it is not a good proxy. Again variations in accounting practice means that data on this is not readily available from the accounts of institutions. 

4.2.4.3 Possible approaches to calculating an infrastructure (equipment) adjustment

To calculate an infrastructure (equipment) adjustment, two things would need to be done:

· Calculate the amount of additional depreciation needed to raise historic cost depreciation up to the level of replacement cost depreciation (as for the buildings adjustment). This would provide for the replacement of that equipment which has been capitalised.

· Calculate an amount to provide for the replacement of that equipment which has not been capitalised (including equipment under operating leases) but which has been written off in the year and in earlier years.

These calculations would need to take account of the fact that some adjustments for some classes of asset might be negative as outlined in an earlier section.

We suggest that the following approach would need to be adopted:

· Capitalised equipment

Most HEIs maintain inventories which provide details of those fixed assets which have been capitalised, and the magnitude of depreciation charges applied. From the information held on these registers it would be possible to calculate a revalued figure for those fixed assets, using some form of indexation or by obtaining separate insurance valuations. A figure for replacement cost depreciation could then be calculated and an infrastructure (equipment) adjustment calculated. 

· Non-capitalised equipment

From their inventories of equipment, which are often held at a departmental level, HEIs would need to identify the magnitude (and historic cost) of those equipment assets which they possess and utilise, but which have not been capitalised. Using indices or departmental estimates, the replacement cost of those assets would need to be estimated and an infrastructure adjustment calculated.

There could be substantial workload and cost implications in undertaking the above tasks, but given the variations in practice within the HE sector which our investigations have discovered, it is difficult to establish with any degree of certainty  what those might be. For example, we are aware that several HEIs each year list all equipment (capitalised and non-capitalised) and obtain an insurance valuation on the totality of the items. On the other hand we are aware of other HEIs who are multi-campus and who only insure a proportion of their fixed asset portfolio on the basis that they are extremely unlikely to suffer the total loss of their equipment stock from any one event.  As a consequence of these variations in practice further work would be required to collect relevant data to establish what the workload and cost implications might be.

Hence, before any such approach is implemented we suggest that further research should be undertaken on the likely magnitude and materiality of this adjustment and the costs of implementing the adjustment. This would involve the following tasks for the HE sector as a whole:

· Obtaining a robust replacement cost valuation of the total equipment base of the HE sector broken down into a suitable number of categories. This would need to take account of the extent of technological development in relation to different classes of equipment and identify suitable indices (e.g. from the Department of Trade and Industry) to assess this. We would suggest the categories involved might be,: scientific equipment, IT, vehicles, teaching and learning equipment, estates plant and equipment.

· Assess likely levels of historic cost depreciation on capitalised equipment and levels of expenditure on equipment which has not been capitalised. Again this information needs to be broken down into the categories referred to above.

· Calculate the difference between the total equipment expenditure charged to the trading account (historic cost depreciation and other revenue expenditure) and replacement cost depreciation. 

4.2.5 Conclusions on the infrastructure adjustment

Our conclusions are as follows: -

4.2.5.1 Overall

· The conceptual basis behind the adjustment (for both buildings and equipment) is valid.

4.2.5.2 Buildings

· The use of DRC as a basis for valuation is not appropriate.

· The basis of the valuation of rateable values means they are not an appropriate alternative.

· The current approach of using insurance replacement costs for buildings would seem to be a reasonable one with no better alternative.  We recommend further empirical analysis of current practices across the sector be undertaken to determine the frequency with which insurance valuations should be obtained.

4.2.5.3 Equipment

· The likely materiality of an equipment adjustment cannot be identified on the basis of current information.

· An approach to calculating such an equipment adjustment could be developed using equipment inventories held by HEIs.

· Before any such approach is implemented, further research should be undertaken on the likely magnitude and materiality of this equipment adjustment to assess whether it is worthwhile given that there will be costs associated with its implementation.

4.3 Cost of capital adjustment

4.3.1 Why have a cost of capital adjustment?

The rationale and conceptual basis for the cost of capital adjustment can be derived from two main premises:

· HEIs have substantial portfolios of assets which have been financed from a variety of sources. The capital tied up in financing these assets has an opportunity cost and hence HEIs should be generating financial surpluses that reflect the opportunity costs of the capital tied up in the institution.

· HEIs are dynamic organisations operating in a complex and fast changing environment and they need to generate financial surpluses  for future investment and other purposes.

We suggest that the first premise, although theoretically relevant, has limited practical application to HEIs. These points are now discussed in more detail.

4.3.1.1 Opportunity costs of capital

HEIs  possess a variety of different assets.  This asset portfolio will have been financed by a variety of financing sources and these will differ from HEI to HEI. As with any organisation, the HEI could use these assets differently than at present in such a way as to generate different financial and economic returns.  In theory this means that the HEI could sell off all of its existing assets (excluding its exchequer funded assets) and invest the proceeds in a different line of business which could produce a greater financial/economic return. This introduces the economic concept of opportunity cost, which means that by pursuing teaching, and research (and other activities) HEIs may be forgoing other opportunities to use their capital in a more productive manner with different financial and economic returns.

Clearly the number of possible alternative opportunities (and hence opportunity costs) available to HEIs is almost infinite but a pragmatic approach to identifying the opportunity cost of HEI capital would be to use proxies for the different types of financing sources used to finance HEI assets. Using such proxies, the return required by the HEI to reflect the opportunity cost of capital will, therefore, depend on the financing mix employed. For example, the types of financing sources and possible proxies for the opportunity cost of capital might be as follows: -

	Financing Source
	Proxy for the opportunity cost of capital

	Borrowing
	Average long term borrowing rate

	Exchequer funding
	Investment rates for medium to long term investment (note *)

	Internal funds
	Investment rates for medium to long term investment

	Donations
	Investment rates for medium to long term investment (note *)


Note (*) it could be argued that these assets should not form part of the calculation since both types have effectively been donated. Unless there are some restrictions on the disposal of these assets we do not see why this should be so. 

Thus there is a conceptual method for calculating the opportunity cost of capital using the above rates weighted by the financing mix for individual institutions or the sector as a whole. However, we must emphasise that we see this as very much a theoretical economic approach which has little practical applicability. In the real world HEIs are not going to sell off their assets and invest the funds, nor are they going to sell off their assets and apply the proceeds to a different line of business. Hence, although the concept of opportunity cost is a useful one which should be kept in mind, there are limitations to the extent to which it can be applied in practice.  

4.3.1.2 Generation of operational financial surpluses

Initially, in most organisations, there will be a need to generate operational financial surpluses for a number of reasons. For a profit making commercial company it will be necessary to generate operational financial surpluses to make payments of dividends to shareholders. Although this may not happen every year, in the longer term all shareholders will have an expectation of dividend receipts. However “not-for-profit” organisations, which will do have shareholders (and do not need to pay dividends), also need to make operating financial surpluses.  HEIs are not-for-profit” organisations and need to generate operational financial surpluses for a number of reasons:

· Future investment in physical resources - we have already noted earlier that the infrastructure adjustment is designed to adjust depreciation within the accounts to the level of replacement cost depreciation thus facilitating the maintenance of operating capability at current levels. Thus, in theory, this should ensure that funds would be available to replace those assets when they become obsolete.  

However, most organisations are dynamic and not static in nature and mere replacement of the existing asset base is rarely likely to be sufficient. HEIs are no exceptions to this and their asset base will need to develop in line with changing circumstances. Consider, for example, the teaching of undergraduate science students. Some laboratory equipment which ten or twenty years ago was the province of researchers is now commonly used for undergraduate teaching. This means that mere replacement of the original research equipment is not sufficient and HEIs need funds to invest in further items of the same equipment to undertake the undergraduate teaching. 

· Future investment in human capital - Similar arguments can be made in relation to human capital. HEIs are knowledge based organisations and the maintenance and development of human capital is at least as important as, if not more important than, the maintenance and development of physical capital. It seems unlikely that funds for staff development already included in the HEI cost base (in terms of staff development budgets) will be sufficient to maintain or develop the human capital of organisations whose “raison d’etre” is the creation and dissemination of new knowledge.  Indeed the importance of human capital is reflected within HEFCE’s own guidance on rewarding and developing HE staff (HEFCE, 2001).

· Financial provision for risk - like all organisations, HEIs face various uncertainties and risks. These can be considered twofold: -

· Business uncertainty and risk dependent on the nature and mix of activities undertaken by the HEI and the various risks associated with each of those activities.

· Financial uncertainty and risk associated with the financing methods of the HEI and its balance sheet structure.

Given that some of these uncertainties and risks are inevitable and cannot be completely avoided or controlled, prudence suggests that HEIs should plan to generate some degree of financial surplus as a cushion for situations where some unforeseen situation results in a negative financial outcome.

A number of points should be emphasised in relation to the above arguments: -

· The cost of capital adjustment can be derived form two conceptual bases, the opportunity cost of capital and the need to generate operational financial surpluses.

· Although both conceptual bases have theoretical justification, the second approach based on generating operational surpluses seems closer to the reality of HEI circumstances. In practice, HEIs are not going to divest themselves of (most) of their fixed assets and thus considerations of the opportunity costs of those assets might seem somewhat theoretical and artificial. On the other hand, HEIs definitely need to generate sufficient operational surpluses to finance future investment. 

· Hence although the concept of opportunity cost is a useful one which should be kept in mind, there are limitations to the extent to which it can be applied in practice.

· The investment in physical resources and human capital is essential if HEIs are to be sustainable organisations in the longer term. This point has been recognised in a number of publications including Investing in Innovation (HM Treasury, 2002 (1)).

4.3.2 What is the current approach to making the cost of capital adjustment?

The current approach to calculating this adjustment uses a rate developed and applied (primarily) by the MOD to commercial defence contractors. It is based on the risk-free rate of return allowed on non-competitive contracts issued by the MOD. This rate is derived as an average of the rates of returns obtained across all sectors of UK industry. It could be argued that defence contractors have considerable affinity with HEIs in that they undertake high levels of high technological research.

Currently the MOD uses the same rates as those used in 1998, although the process is under review and will be completed by the end of this year.  As a consequence of this review the rates applied could change. We understand that the aim is to make the rate of return more specific to that earned by defence contractors rather than the whole spectrum of UK industry. 

In calculating the cost of capital adjustment an abatement of 25% is applied to reflect the fact that a proportion of HE assets are estimated to have been financed from Exchequer sources. 

We would make the following comments about the use of the MOD rate as a basis for setting the cost of capital adjustment under the TRAC methodology: -

· The rate used is a risk-free rate of return allowed on non-competitive contracts. It is not clear that this is wholly applicable to HEIs who do undertake risk based contracts and competitive contracts. The effect of using this rate would, therefore, be to understate the rate required by HEIs.

· Conventional accounting practice in the UK is based primarily around the historic cost convention, supplemented in a number of cases by revaluations, and thus the accounts of defence contractors would be a mix of these bases. Thus whereas HEIs (under the TRAC approach) make a separate infrastructure adjustment to reflect the difference between financial statement depreciation and replacement cost depreciation, no such adjustment would be made in the accounts of defence contractors. Therefore it could be assumed that the rate of return made by defence contractors incorporates what are effectively an infrastructure adjustment and a cost of capital adjustment. Since HEIs have a separate infrastructure adjustment, the effect of using this rate this would, therefore, be to overstate the rate required by HEIs.

Thus there is one factor which would seem to overstate the rate required by HEIs and one factor which would understate the rate. Without further study it is not possible to disentangle the magnitude of these two factors and therefore to assess the appropriateness of this rate to HEIs.

4.3.3 What are the alternative approaches to making the cost of capital adjustment?

In considering alternative options to the current MOD rate we believe that there are two issues that need to be considered:

· Although clearly there will be variations in magnitude and mix, to a considerable extent all HEIs show strong similarities in relation to the lines of business they undertake (teaching, research and other) and in the types of contract they enter into.  

·  HEIs will show differences in terms of their institutional risk profile. This risk profile will be affected by a number of factors, such as the types of contracts entered into and the financing structure of the HEI.

In the light of this we suggest that the cost of capital adjustment should comprise two key elements: -

· Core rate of return – this would reflect the return to be generated by all HEIs given the similarity of the lines of business in which they are involved and the fact that all HEIs  face a certain level of risk.

· Risk adjustment - an adjustment to the core rate of return to reflect significant variations in the risk profile of individual HEIs.

4.3.3.1 Core rate of return

With regard to the core rate of return we have identified three possible options to the current approach: -

· Public sector test discount rate

Treasury guidance usually requires public sector bodies to evaluate projects using the test discount rate. This has been set at 6% for many years but has recently been reduced to a risk-free rate of 3.5% (HM Treasury, 2002 (2)). The basic problem with using this rate is that it is used to appraise investments by public sector organisations. HEIs are private sector organisations and it does not, therefore, seem appropriate to use this rate. Although it can be argued that HEIs get much of their revenue from the Exchequer, the same could be said for many other private sector organisations and they do not use this rate. Such private sector organisations might evaluate projects using non-discounting approaches (e.g. payback) or may use discounting approaches based on the calculation of their own weighted cost of capital. Hence, overall, we do not see this as an appropriate rate to be used as the basis for HEIs to calculate a cost of capital adjustment.

· Comparable sector rate of return

Rather than use a rate derived from defence contractors an attempt could be made to identify a rate of return being earned by other comparable organisations working in similar sectors and business fields to HEIs. For simplicity we suggest that this means other organisations undertaking both teaching and research. Ideally these organisations should be “not-for-profit organisations” rather than profit organisations, since this would provide greater comparability to HEIs. We suggest there may be two sub-variations on this approach:

· Domestic comparators: within the UK it is difficult to find many organisations which are similar to HEIs in that they simultaneously undertake both teaching and research. Thus it will probably be necessary to find comparable organisations that undertake primarily teaching or research, and to establish separate rates for each. From this it would be possible to compute a weighted composite rate.  Further research would be needed to identify possible comparable organisations and to establish possible rates of returns. 

· Overseas - an alternative approach might be to look outside the UK and to try and establish appropriate rates of return from organisations in other countries. 

Although this approach might be conceptually valid, further research would need to be undertaken to establish whether there is a suitable range of robust data available on which to base the calculation.

· HE specific rate of return

Earlier in this section we discussed the conceptual basis for the cost of capital adjustment and argued that the primary reasons that HEIs needed to include this adjustment in their cost base was to ensure that they generated sufficient operating surpluses for the following purposes:

· Future investment in physical resources.

· Future investment in human capital.

Thus the best approach to the cost of capital adjustment would be to base it on the actual future requirements of HEIs with regard to investment in physical resources and human capital. In doing this they would be operating in a similar manner to other “not-for-profit” organisations (such as, for example, private health care providers) who would need to identify the magnitude of future surpluses required for their own future investment needs (in physical resources and human capital) in order to remain a sustainable and competitive business. The need for such future surpluses would need to be built into their pricing decisions.

Such a rate of return could be calculated on a sector wide basis (and applied to all HEIs) or calculated on an institutional-specific basis.  It would form the basis of the cost of capital adjustment which would directly reflect the needs of the sector. 

Estimates of the magnitude of these levels of investment would be required in order to calculate this adjustment. It is possible that estimates have been made by HEIs in developing their own financial strategies. Indeed guidance to HEIs about developing financial strategies (HEFCE, 2002 (2)) emphasises the need for HEIs to identify their future investment needs in the longer term. However, we are unsure as to the extent to which these estimates have been made or the robustness of the calculations. 

Hence we suggest that research be undertaken to assess the future investment requirements of HEIs with regard to physical resources and human capital and that the results be benchmarked against those of “not-for-profit” organisations working in environments which require similar types of investment. An example of this might be “not-for-profit” organisations concerned with the delivery of health care where there is also a need for ongoing capital investment and investment in human capital. The results of this exercise should enable the calculation of a cost of capital adjustment, which would directly reflect the needs of the HE Sector. Estimates would also need to be made of the magnitude of loan repayments needed to be made by HEIs.

4.3.3.2 Risk adjustment

We have already noted that risk can be thought of as comprising two elements, namely business risk and financial risk.  As discussed above, using a single core rate for all HEIs would implicitly assume that all HEIs have the same level of business and financial risk. Clearly this cannot be correct although the magnitude of differences is unclear. 

Whatever approach is applied to calculating the core rate of return for HEIs, it may be appropriate to make adjustments to the core rate of return to reflect significantly different levels of business risk and financial risk. This adjustment would need to be made at the level of the individual HEI and could be done as follows: -

· Business risk - three or four different categories of risk could be developed based on different income stream structures with a different variation from the standard rate of return for each category.

· Financial risk - three or four different categories of risk could be developed based on different financing structures with a different variation from the standard rate of return for each category.

However, there would be costs associated with the identification and making of such an adjustment and since we are uncertain about the potential materiality of the adjustment we suggest that further research would need to be undertaken to establish if it is worthwhile incorporating such an adjustment into the TRAC methodology.

4.3.4 Abatement of the cost of capital adjustment

We have already noted that under the current approach the cost of capital adjustment is abated by 25% to reflect the fact that an estimated proportion of HEI assets have been financed from Exchequer sources.   

We are strongly of the view that, on the basis of the arguments put forward above for a cost of capital adjustment, the rationale for the abatement is not valid.  We would emphasise the following points

· We have argued that the conceptual approach to calculating the cost of capital adjustment on the basis of the opportunity costs of capital, although having a theoretical basis, is not a reflection of reality. Hence there is no logic in applying an abatement based on the funding source of HEI capital. 

· The conceptual approach concerned with generating operating surpluses to finance future investment requirements is a reflection of the economic reality facing HEIs. We have emphasised that the cost of capital adjustment is not about generating surpluses to replace the assets already owned (this is the role of the infrastructure adjustment) but is about future investment in an extended range of physical assets and in the development of human capital. Thus, irrespective of how certain assets may have been originally funded in the past (e.g. by the Exchequer), there will still be an ongoing need for investment funds to provide an increased number and range of such assets (see earlier example about the need for an increased range of laboratory equipment) so that the institution can remain viable and competitive. In this case it is not appropriate to abate the magnitude of return required to maintain a sustainable and competitive business.

4.3.5 Conclusions on cost of capital adjustment

· There is a strong conceptual basis for this adjustment.

· The current approach using MOD contractor rates of return is a proxy for the cost of capital adjustment in HEIs. However, there are a number of reasons why it may be an unsatisfactory proxy.

· The best approach would be a core rate of return which is HE specific and is derived from the identification of future HE investment requirements with regard to physical resources and human capital. Such a rate of return would incorporate a mean level of risk to be faced by HEIs and is best calculated for the HE sector as a whole and applied to all HEIs.

· There may be merit in applying risk adjustment factors to individual HEIs where there are significant variations from the mean in terms of their risk profile. Such an adjustment would be based on a pragmatic assessment of the individual  risk profile of the HEI. However, there would be incremental costs involved in identifying the magnitude of such adjustments and further research is needed to assess if this is worthwhile.

· To implement this approach would require further investigation of the future needs of HEIs for physical resources.

· The abatement factor does not have a conceptual basis and should be removed from the calculation.

4.4 Exceptional items adjustment

4.4.1 Why have an exceptional items adjustment ?

The adjustment involves spreading the cost of any large, extraordinary or exceptional items (as defined in FRS 3) across a suitable period to avoid distorting the costs of activities in any one year. Examples of such exceptional items are large restructuring costs and decommissioning costs for major facilities. 

This adjustment is not an economic adjustment in the same way as the infrastructure and cost of capital adjustments. It is more to do with making “below the line” adjustments to mainstream accounting practice, to provide a better reflection of financial reality of the HEI. 

4.4.2 Mainstream Accounting Practice

This requires that the costs of such exceptional items be written off fully in the year in which they were actually incurred. Hence in conforming to accounting standards the audited statutory accounts of the HEI will show such costs written off in the year in which they were incurred

4.4.3 Current approach to making the adjustment

The costs of such exceptional items are deducted from the total HEI expenditure including exceptional items. The cost of the exceptional items are then spread over a three-year period and the equivalent annual amount is added back to total HEI expenditure. Clearly the remaining elements of cost are added back in later years.

Consideration of the exceptional items adjustment suggests that the following points are pertinent:

· The adjustment could be regarded as complying with the matching principle, in that it attempts to match future benefits (e.g. benefits of restructuring) with the costs of that restructuring’.

· The adjustment goes against the idea of prudence in that there will always be considerable uncertainty about whether the benefits will actually be achieved and their magnitude.

· The period of three years for writing-off such costs seems to be based on a pragmatic but not unreasonable judgement as to what would be an appropriate period. 

4.4.4 Conclusions on the exceptional items adjustment

There are a two points to emphasise:

· Accounting principles - The adjustment is contrary to generally accepted accounting practice.

· Materiality – at the sector level, the overall magnitude of the adjustment is very small, whereas for the individual institution it can be quite significant.

Overall, we are of the view that on the basis of lack of materiality at sector level and that it is contrary to generally accepted accounting principles, this adjustment is not necessary and should be discontinued.

5 Financial Reporting

5.1 Introduction

The scope of the review in respect of financial reporting seeks to address the following three main issues:

· How should HEIs report income and expenditure for specific types of activities for aggregation to sector level as is required by the government group (funding councils, government departments and agencies) of stakeholders? This section is referred to as activity reporting and evaluates whether a public or private reporting route best delivers these information needs.

· How do the disclosures of information that HEIs currently provide compare with other private sector and public sector organisations? Is there scope to enhance/refine the current disclosures?

· What potential is there for streamlining the information returns made by HEIs in respect of HESA and TRAC data?

At the outset it is worth summarising the format of financial reporting under the FE/HE SORP and transparency reporting under the TRAC methodology:

· Financial reporting under the FE/HE SORP is in accordance with Generally Accepted Accounting Principles.  Income is analysed by source (funding council grant, research grants and contracts, tuition fees and other income) and expenditure analysed by various pay and non-pay categories.

· Transparency reporting analyses the above expenditure across the 5 activity areas of Publicly Funded Teaching, Non-Publicly Funded Teaching, Publicly Funded Research, Non-Publicly Funded Research and Other.  Further adjustments are made to this analysis to produce economic cost figures.

5.2 Activity reporting

In order to help assess the funding needs of the HE Sector, and how funds have been used, the government group of stakeholders needs to know the expenditure flows of specific types of activities and be assured that public funds are not used to subsidise private activities. It is assumed that the purpose of requiring the information is the same as the current purpose of collecting the TRAC cost information.

At the outset it is important to recognise that three forms of such activity reporting can be identified and evaluated:

· Segmental reporting as defined in SSAP 25.

· Bespoke public reporting of activities via statutory accounts.

· Bespoke private reporting of activities to funding councils.

These options are considered in turn below in terms of:

· their fitness for purpose;

· validation/assurance and cost implications; and

· the ability to effect the necessary changes (in the case of public reporting) within the current financial reporting regime operating within the Sector.

5.2.1 Segmental reporting as defined in SSAP 25

5.2.1.1 Introduction

If this approach were adopted the disclosure of information on a segmental basis would: -

· in line with the FE/HE SORP, be undertaken in accordance with SSAP 25;

· form part of the framework of statutory accounts of the HEI and would thus become publicly available information; and

· as such, would be subject to statutory audit and audit commentary where the form of segmental reporting applied did not conform to the requirements of SSAP 25. 

We outline below the current practice in the HE Sector and the rationale for this approach.

5.2.1.2 Purpose of segmental reporting

The purpose of segmental reporting according to SSAP25 is to “provide information to assist the users of financial statements: -

(a) to appreciate more thoroughly the results and financial position of the entity by permitting a better understanding of the entity's past performance and thus a better assessment of its future prospects; and

(b) to be aware of the impact that changes in significant components of a business may have on the business as a whole”(SSAP 25 Part 1.1).

5.2.1.3 Applicability of segmental reporting in the HE Sector

In general terms, SSAP25 is applicable to the HE Sector and to individual HEIs as the SORP requires that financial statements are prepared in accordance with applicable accounting standards.  However, it is also important to consider how SSAP 25 might be applied in practice within the HE Sector.  In Annex 1 to this section we have discussed a number of disclosure issues relating to SSAP 25 and the key points to be highlighted are as follows: -

· Organisational Size - The Standard applies to companies who exceed the definition of a medium sized company by 10.  It is reasonable to assume the same criteria would also be applied to a HEI as to a company in determining the requirement to comply.  As such, it is clear that a significant number of HEIs (for example all HE Colleges) would not be required to adopt the Standard.

· Definition of reportable segments - SSAP 25 defines reportable segments by class of business and geographically. The Standard identifies that it is for, “the directors to determine whether the company has carried on business of two or more classes or has supplied markets that differ substantially from each other and that where, in the opinion of the directors, the classes of business or the markets do not differ substantially from each other they may be treated as one” (SSAP 25 Part 1.7).  The most important implication of this is that it should be left to the discretion of HEIs to decide if their segments are significant enough to be reportable and to define their own reportable segments.

· Prejudicial to the interests of the reporting entity - The Standard identifies that it is the Directors (or equivalent) who should decide on whether or not the entity’s interests are prejudiced. Invariably, this issue is likely to centre on disclosing commercially confidential information, which can equally apply to HEIs as to commercial companies.  It will therefore be the form of segmentation (which aims to provide meaning to users) which may drive the potential disclosure of commercially confidential information.  As such, if HEIs believe that segmental reporting breaches the prejudicial principle, disclosure is not required.

· Materiality - disclosure need not be applied to immaterial items (in accordance with the principles applied to all accounting standards). Again, it will be for the Directors (or their equivalent) in discussion with their auditors to judge what constitutes material items.

5.2.1.4 Current practice in the HE Sector

In practice, HEIs throughout the Sector utilise the discretion afforded by the above elements of SSAP 25 and do not segmentally report. The rationale for this is as follows:

· A large number of HEIs are excluded from the need to apply the Standard due to them being below the size threshold of ten times the requirements of a medium-sized company; and/or

· HEIs have concluded that they need not segmentally report under SSAP 25 because: -

· they only have one main reportable segment by class of business, that is academic activity which includes teaching, research and related activities which are undertaken by the same staff, utilising the same premises and other resources; and

· they only have one reportable segment by geography.

· If HEIs have identified more than one reportable segment in either of the above categories then they have determined not to report segmentally because:

· the results are immaterial; or

· because they believe that to do so would release commercially sensitive information.

These judgements will have been examined by their external auditors as being compliant with the requirements of the Standard. If this were not the case then the external auditors would have reported non-compliance within their audit opinions but this has not been the case at any institution within the Sector.

5.2.1.5 Potential impact of International Accounting Standards

The equivalent of SSAP 25 in International Accounting Standards (IAS) is IAS 14 –Segment Reporting.  SSAP 25 identifies that compliance with its own provisions would also mean that the provisions of IAS 14 would also be materially complied with.  We have identified above that SSAP 25 is not applied in practice to HEIs due to the various exemptions and discretion afforded by the Standard.  As such, if or when IASs become mandatory for HEIs it would appear that they would also substantially comply with IAS 14.  

The main difference between SSAP 25 and IAS 14 which would be most likely to impact on the HE Sector, is that IAS 14 does not provide for exemption from disclosure on the grounds of commercial confidentiality.  As identified above, this may impact on individual HEIs who identify that they have more than one reportable segment, for example, academic activity (teaching and research) and third leg activity (free standing commercial activities and/or fundraising) but do not disclose such information due to commercial confidentiality arguments.  As such, it is possible to identify a scenario where such institutions would be required to undertake segmental reporting in their financial statements when/if IASs become mandatory for the HE Sector.  

However, it should be noted that at present there is no definite timetable for the mandatory adoption of IASs in the HE Sector. There is a requirement for Listed Companies to adopt IASs from 2005/06 but as yet this requirement has not been extended to other companies/organisations.  As such, this may indicate that mandatory adoption of IASs for the HE Sector may not take place for some time after 2005/06.

The other main difference between IAS 14 and SSAP 25 is in the definition of reportable segment.  SSAP 25 defines reportable segments by class of business and geography, which are usually externally facing segments. IAS 14 also uses these segments but has a more explicit focus on appropriate reportable segments being determined by the internal reporting structures and systems.  As such, HEIs may continue to identify that their reportable segment(s) are the same as those which would be identified under SSAP 25, although on an individual basis some HEIs may define reportable segments more in terms of their internal structures.  However, under SSAP 25 they could also do this if they believed these to be the most appropriate reportable segments.

5.2.1.6 Financial reporting fit with economic reporting for TRAC purposes

As discussed in earlier sections, the TRAC methodology adjusts cost information reported within the financial statements to arrive at an economic cost for use in pricing decisions.  Adjustments are made to reflect factors which fall outside generally accepted accounting practice (for example the cost of capital adjustment).  Full economic cost recovery is necessary to ensure sustainability of the institution.  

The financial reporting framework for HEIs cannot be amended to incorporate economic adjustments within the primary statements as this would fall outside Generally Accepted Accounting Principles (GAAP).  It is necessary for financial statements to conform to GAAP to achieve corporate reporting to the highest standards.

Accounting practices within the sector differ and this will vary the reported results of institutions.  Differences will include: 

· Valuation (or not) of property;

· Capitalisation policies for equipment, refurbishment costs.

· Depreciation policies for fixed assets.

As a result information (as currently with the TRAC process) will not be directly comparable at an institutional level.

A future revision of the SORP could not propose a more consistent approach to the valuation of property (on an existing use valuation basis, Depreciated Replacement Cost or Open Market Value as appropriate).as this would not be in accordance with accounting standards Further, an insurance replacement cost valuation could not be included within the financial statements under current accounting standards (paragraph 53 sect b, FRS 15).  A change to an existing use valuation basis within the financial statements would still not result in reporting of the full economic cost.

We do not consider the SORP could prescribe capitalisation and depreciation policies for the sector as a whole as this would not be in accordance with generally accepted accounting principles.  It would, for example, have no regard for materiality.

5.2.1.7 The SORP making process and practice in other sectors in terms of segmental reporting 

Various SORP’s have been issued in recent years across a range of sectors.  These are prepared in accordance with the ASB statement ‘SORPs : Policy and Code of Practice’ which highlights the following:

· SORPs supplement accounting standards and other legal and regulatory requirements in light of special factors prevailing or transactions undertaken in a particular industry and sector.

· SORPs are issued by sector bodies recognised for the purpose by the ASB; and

· SORP making bodies are expected to meet numerous criteria laid down by the ASB and the SORP must carry a statement by the ASB confirming ‘that the SORP does not appear to contain any fundamental points of principle that are unacceptable in the context of current accounting practice or to conflict with an accounting standard or the ASB's plans for future standards.’ 

The ASB Code of Practice states that ‘It will not normally be necessary to supplement the SORP with further guidance and any material that a SORP-making body proposes to issue formally, offering an interpretation of accounting standards that is likely to lead to widespread acceptance as industry and sectoral practice, should be included in the SORP or be submitted to the same due process…including review by the ASB or relevant committees.”

A review of other SORPs issued in recent years, indicates the only SORP (other than the Banking sector which was specifically covered by the SSAP) providing further guidance on the applicability of SSAP 25 is the  SORP ‘ Accounting for Oil and Gas Exploration, Development, Production and Decommissioning Activities’ in June 2001.

This SORP basically defines different activity areas which should be covered, which should be consistent with the primary profit and loss account, and highlights major costs, which should be separated.  However, the SORP does not prescribe any detail in terms of how costs should be prescribed and indeed highlights (as with the general provisions of SSAP 25) that ‘Corporate overheads and finance costs’ which cannot be reasonably allocated to the activities should be excluded.

The Local Authority SORP ‘Code of Practice on Local Authority Accounting in the UK’ 2002 prescribes effectively activity analysis by service as part of its main income and expenditure statement (Consolidated Revenue Account). This is undertaken in accordance with the Best Value Accounting Code of Practice (which provides detailed guidance on apportionment) though again certain central costs are not apportioned.  The SORP highlights that whilst the principles of SSAP 25 have been applied, the format and approach is effectively laid down in statute.  The ASB highlight that the SORP has been produced in accordance with accounting standards ‘except where such standards conflict with specific statutory requirements’

Further, within the NHS sector fairly limited guidance is given within the NHS Finance Manual in terms of activity categories, more akin to the guidance within SSAP 25, and also highlights that common costs need not be attributed.

In summary, we are not aware of any prescriptive requirement set out within any sector for the apportionment/allocation of all income and expenditure into pre-defined activity categories (which is currently required by TRAC for expenditure).  In our view, such a prescriptive requirement would go beyond the requirements of SSAP 25 

5.2.1.8 Conclusions regarding segmental reporting under SSAP 25

The following main conclusions can be drawn: -

· As with all accounting standards, in general terms SSAP25 is applicable to the HE Sector and to individual HEIs.  However, the Standard:

· exempts a large proportion of the sector from compliance on the basis of size; and

· requires, and enables, individual HEIs to make judgements about whether they should make segmental disclosure and the form that disclosure might take.  

· In terms of current practice, the audit opinions on financial statements of HEIs have not previously been qualified on the basis of not complying with the Standard.  

· In the longer term, the need to comply with International Accounting Standards may reduce the degree of discretion available to HEIs, but the timetable for this is unclear.

· There is diversity within the Sector regarding several key accounting policies which is allowed within accounting standards, and also, as already noted, SSAP 25 confers significant discretion on HEIs themselves. Thus, even if in future a number of HEIs did decide to start making segmental disclosure under SSAP 25, the information reported is likely to be inconsistent and not comparable across the Sector or even like for like HEIs. This would result in a lack of consistency and comparability across the sector, which would substantially diminish the relevance of any information provided.  

· TRAC cost adjustments are for economic reporting purposes. They are not in accordance with Generally Accepted Accounting Practice and so could not feature within primary financial statements or SSAP 25 analysis.

· Any attempt to be more prescriptive (for example through the SORP/Accounts Direction) about the way in which HEIs should make segmental disclosure (and the form that disclosure might take, for example, through the TRAC activity categories) would not constitute segmental reporting under SSAP 25 if it were to be fit for purpose.

In conclusion we consider SSAP 25 (even with further direction through the SORP) is not a suitable mechanism to deliver the required TRAC economic activity reporting for HEIs.

5.2.2 Bespoke public reporting of activities via statutory accounts

5.2.2.1 Introduction

An alternative approach might be for the Accounts Direction to HEIs  to be amended to require HEIs to disclose more financial information about their activities in their published accounts, (including economic adjustments). Thus financial information on HEI activities would be in the public domain and subject to external audit. 

Two points should be emphasised here:

· This approach, by definition, would be contrary to the requirements of SSAP 25 and would therefore not constitute segmental reporting under SSAP 25 and would be contrary to the Funding Councils’ Financial Memoranda, which require Accounts Directions to be based on accounting standards.

· It would be possible to be more definitive about what form the activity reporting might take (such as being based on the five categories) and its applicability to HEIs. This would largely overcome the problems of lack of comparability referred to under the section on SSAP 25.

5.2.2.2 Benefits and costs of bespoke public reporting of activities via statutory accounts

The fundamental reason for producing accounting information is that it provides users of those accounts with information on which to make judgements and decisions. Hence the benefits of increased disclosure of activity information must be judged on the usefulness to users of that additional disclosure. We would suggest that the users of HEI statutory accounts could be considered as being: -

Governmental Group

· HE funding councils

· FE funding councils

· Government Departments

· Government Agencies

Business Group

· Suppliers

· Lenders

· Customers 

Others

· Students

· Staff

· Benefactors

· General public

We are not aware of any research on who are the real users of HEI statutory accounts and what use they make of those accounts, thus it is not possible to be definitive about the magnitude of benefits to users of increased disclosure through activity reporting. We would speculate, however, that it would be the government group who would have the largest degree of interest in activity reporting. 

With regard to costs, additional workload and resource implications would undoubtedly result from a requirement for HEIs to incorporate some form of activity reporting into their statutory accounts. The main costs would be as follows:

· Costs of enhanced financial systems needed to produce the required information;

· Additional costs of external audit needed to review the activity information; and

· Additional staff costs/administrative burden.

The costs and burden associated with including such an analysis within the scope of the financial statements should not be underestimated.

The costs involved would vary substantially depending on the type of disclosure required under an amended Accounts Direction. For example, an analysis of balance sheet information by activity would pose a much greater level of burden and cost on the HEI than merely providing an analysis of income and expenditure.

The current TRAC methodology uses various drivers and assumptions and extrapolations (for example sampling staff time) to enable cost information to be split across the activity categories.  This is reasonable for the purposes for which the data is currently required.  However, if such data were to be included within the financial statements, discussions would be required with the accounting profession to determine the scope under which the audit of the information would be carried out.  It is likely that the profession would require detailed audit guidance to set the scope for the audit given the above comments.  In addition, the opinion they gave would be limited to that audit work and so a separate limited scope opinion would probably be required within the financial statements, particularly if, for example, staff time was allocated/apportioned based upon sampling techniques.  For illustrative purposes, if the cost of external audit reviewing the application of the costing methodology and auditing certain key data to source records were to cost some £10,000 per annum, the cost to the sector of auditing such a statement would be some £2m per annum.  This excludes the cost of staff time involved in the process.

The following factors would also need to be considered as part of a cost benefit analysis:

· The disclosure of such activity based information in published accounts may result in HEIs having to release commercially confidential information into the public domain in a manner not required by other private sector organisations. 

· If the activity information was required to provide the existing TRAC cost information (including economic adjustments), it would need to be reconciled to the primary financial statements and explanations provided for the adjustments.  Whilst this may satisfy government department users of the financial statements, activity analyses which did not reconcile to the primary financial statements, and which required explanations of economic adjustments, might well confuse other users;

· In light of the comments made earlier regarding the differing accounting policies adopted by institutions, if the activity analysis was to be used to benchmark the performance of individual institutions, it might be mis-leading to users.

· By prescribing a rigid framework of activity analysis which must be produced (and audited) for publication within their accounts (and which could be used in the public domain for other purposes such as political purposes, comparison purposes), there is a risk that institutions focus on this external reporting route alone and do not develop appropriate costing and pricing approaches for their own internal use.

· Providing an external audit opinion (in some form) would provide increased assurance to the government users on the robustness of the information.

5.2.3 Bespoke private reporting of activities to funding councils 

5.2.3.1 Introduction

Bespoke activity reporting (providing income and expenditure information on the five categories), building upon the existing TRAC methodology, could be developed specifically for the purpose of providing information to the HE funding councils. In this context, HE funding councils have explicit information requirements and the reporting would be tailored towards these requirements.

5.2.3.2 Benefits and costs of bespoke private reporting of activities to funding councils 

The following points about this approach should be highlighted: -

· It would focus on providing the main users (government group) with the information they require on a more consistent and comparable basis across the sector.  For example, economic adjustments could be made and harmonisation adjustments if required.

· Although the activity information of individual HEIs would be confidential to the funding councils, aggregated activity information for the HE sector would be prepared and made more widely available. Thus, it should be possible to provide for the whole HE Sector an aggregated analysis of income and expenditure by individual activity, which might be of use to government departments.

· Although there would be some incremental costs involved, these would be less than for public reporting (for example less systems development) and reporting in this way would be part of institutions’ continuing development of costing and pricing strategies and approaches for their own internal use.

· Data assurance arrangements can be considered in a reporting capacity to HE funding councils and therefore the scope of any assurance required (whether by internal audit, external audit or any other body) can be clearly defined to meet the required level of assurance of the users (at a sector level).  This may be in line with existing practice (i.e. looking at systems and application of principles) or further checking of certain key data and its source (e.g. cost drivers) rather than a full external audit.  As a result, subject to user expectations the burden and cost of audit would be expected to be less than under a public reporting arrangement.

· There would be some costs involved in the processes of disaggregating income over the five categories.

· It would minimise the problems associated with the release of commercially confidential information. 

5.2.4 Overall conclusions on activity reporting 

We have reached the following overall conclusions regarding activity reporting in the HE Sector: 

Segmental reporting under SSAP 25

· As with all accounting standards, in general terms SSAP25 is applicable to the HE Sector and to individual HEIs.  However, the Standard:

· exempts a large proportion of the sector from compliance on the basis of size; and

· requires and enables individual HEIs to make judgements about whether they should make segmental disclosure and the form that disclosure might take.  

· SSAP 25 represents a specific framework for disclosure of segmental information in a manner which gives significant discretion to organisations about whether they should disclose segmental results, and what format that disclosure should take.

· If in future a number of HEIs did start making segmental disclosure under SSAP 25, the information reported would be inconsistent and not comparable across the sector or even like for like HEIs and would not meet the needs of the government group of stakeholders.

· If it were decided to go beyond the Standard to require analysis by, for example, the five TRAC reporting categories, the same issues around comparability and consistency would apply.  If a specific methodology were provided (similar to TRAC), then this would, by definition, no longer constitute segmental reporting under SSAP 25 and would not be in accordance with Generally Accepted Accounting Principles.

Bespoke activity reporting

A more prescriptive form of activity reporting could be required from HEIs. This could comprise two forms: -

· Bespoke public reporting of activities within statutory accounts; or

· Bespoke private reporting of activities to funding councils.

The following conclusions arise in respect of these two options:

· To incorporate activity information into HEI accounts, via changes to the Accounts Direction would have a significant and definite workload and cost implication for institutions. The magnitude of this would depend on the type of disclosure envisaged.  Further, a process of consultation with the accounting profession, the sector and external auditors would be required in terms of defining the information to be disclosed, its method of compilation and its subsequent audit.  The costs associated with bespoke private reporting would be significantly lower than for public reporting.

· Other than for the government group of users, it is not clear that there would be any benefits to the users of HEI statutory accounts of increased disclosure through public activity reporting and indeed, depending upon the nature of disclosure made, could further mislead/confuse other users of the financial statements if,  for example, comparisons were made across institutions.

· Since it would focus on the needs of the government user group, the private reporting of activity information through the HE funding councils should largely meet the needs of those users.

· Private reporting of activity information through the HE funding councils would protect HEIs from the release of commercially confidential information into the public domain.

· If activity reporting (income and expenditure) by HEIs is thought to be necessary on overall cost-benefit grounds, the private reporting route is to be preferred.

5.3 Disclosures in financial statements

This section of the report considers the extent of financial disclosure by HEIs through statutory financial statements and whether further disclosure is justified. Initially it is appropriate to outline, briefly, the current disclosure requirements.

5.3.1 Current disclosure requirements

The financial reporting requirements for HEIs are outlined in the Statement of Recommended Practice (SORP): Accounting for Further and Higher Education, the new version of which is currently in draft out for consultation.  It is important to note that the SORP requires compliance with applicable FRSs/SSAPs and that the “true and fair” view is paramount.  Thus financial reporting in HE and FE is on a comparable footing to the corporate sector. In order to provide the most up to date comparison, this report uses the latest draft of the SORP as the basis for comparisons. The SORP outlines the basis of the financial reporting requirements and model primary statements to be adopted.  The Accounts Directions to HEIs issued by the funding councils of England, Wales, Scotland and Northern Ireland requires HEIs to follow the SORP and also  provides more specific guidance in respect of certain information disclosures.  Accounts directions cannot change the SORP or propose deviation from an accounting standard.

5.3.2 Disclosure comparisons

In order to identify any significant differences in disclosure we have compared the financial statements of a selection of HEIs with the disclosure requirements set out in the relevant SORPs, or equivalent, of a number of sectors.  We have also undertaken a detailed review of a sample of audited financial statements from these sectors to identify whether, in practice, differing levels of disclosure are made.  The following sectors were reviewed in detail:

· Companies (Great Britain Companies Act 1985);

· NHS Trusts;

· Local Authorities; 

· Registered Social Landlords (RSL’s);

· Charities; and

· Further Education Colleges.

In undertaking these comparisons we have also taken account of the relevant sector specific disclosures, so that as far as possible we have compared like for like disclosures.  

Generally the level of disclosure within the HE Sector is comparable to that of other sectors.  Inevitably there will be variation across all sectors in terms of the differences in disclosures but the main areas where the HE Sector tends to provide less disclosure in financial statements than other sectors are:

· the extent of information within the Treasurers/Members report.  This information tends to be non-financial and descriptive.  Information which is included in the equivalent reports for other sectors, especially companies and charities, but not consistently included in HEIs includes:

· management/activity structure;

· creditors payment policy;

· outline of principal activities; 

· significant relationships with other organisations (if not disclosed elsewhere); and

· interests of senior staff/directors in subsidiary companies.

· expenditure analysis which is variable across the Sector; 

· average numbers of staff employed; and

· detailed analysis of senior staff costs other than the head of institution.

Primarily, these differences arise because the relevant SORP and/or accounts direction or equivalent for the other sectors, including the Companies Act 1985, are more prescriptive in terms of the disclosures required than in the HE Sector.  One reason for the lack of definitive disclosure requirements for a number of these (for example the expenditure analysis) may be because of the diversity of the HE Sector and another argument may be because HEIs are autonomous bodies.  

5.3.3 Conclusions on disclosure

The disclosure comparisons discussed above identify that: -

· there is variation across all sectors in terms of the information disclosed in the financial statements, though generally the HE Sector disclosures are comparable to other sectors; and 

· in certain areas HEIs do not always disclose as much information when compared to other sectors.

However, this provides an incomplete picture and in discussing the financial reporting disclosure requirements of HEIs it is important to mention that HEIs also provide a range of other mandatory and non-mandatory disclosures of information which are publicly available.  This range of information, which goes beyond the requirements on private companies and has similarities with some of the information requirements on various public sector organisations, includes:

· annual reports;

· data for performance tables (e.g. those derived from various Higher Education Statistics Agency Returns such as management statistics, human resources, student numbers, categories and destination and finance);

· teaching quality assessments;

· research quality assessments; 

· a wide range of policies, procedures and other information through their web-sites (which will often cover a number of the non-financial disclosures highlighted above); and

· committee minutes.

This report focuses on financial reporting but it is possible to broadly identify that HEIs provide a range of publicly available information in addition to the financial statements. The Better Regulation Taskforce has identified that overall the HE Sector has a number of levels of bureaucracy which could be streamlined; this includes the various data collection/reporting requirements.  The recent White Paper acknowledges this and has identified a number of actions which will be undertaken to reduce bureaucracy, including reducing the burden of data collection.

In this context,  whilst there are a small number of expenditure disclosures which could be made mandatory through inclusion in funding council accounts direction, overall we see little added value through further disclosure and therefore cannot see a strong case for increasing the range of mandatory disclosure in HEI statutory accounts.  

5.4 Streamlining potential in respect of HESA and TRAC returns

This section of the report considers the potential to streamline the HESA and TRAC returns in the context of the financial information provided and timescales.  This issue is already under discussion between HESA and the HE funding councils.  It is also outlined in the findings of the Better Regulation Taskforce and comments in the White Paper on the need to reduce bureaucracy in the HE Sector as outlined above.  The conclusions arising from this section may be most appropriately taken forward by the funding councils.

5.4.1 Current Returns

5.4.1.1 HESA returns

The three main elements of the HESA returns provided by HEIs focus on providing information in respect of finance, students and staff.  The information gathered is used to produce a variety of statistics which are publicly available and which are used by a number of stakeholders for differing purposes. The finance statistics return (FSR) analyses a wide range of information from the financial statements across 41 academic HESA cost centres and its collection date is 31 December.  

The required timescales for other HESA returns are:

· July student record 15 September;

· Non-Credit bearing record, staff record and new aggregate staff record 30 September;

· Staff aggregate record 31 December; and

· First Destination Survey record 28 February.

The above information is used by HESA to generate Higher Education Management Statistics, which provides a wider range of statistical information. 

5.4.1.2 Other returns

In addition, HEIs are required to provide a number of other returns to their respective funding councils during the year.  This information is confidential and for the specific use of the individual funding councils. For example, the HE funding councils require institutions to provide financial forecasts, a mid-year financial return and operating statements on an annual basis.  This information is used to assist the HE funding councils in monitoring the financial and overall health of HEIs.  

5.4.1.3 TRAC returns

These have been discussed in detail earlier in this report.  The main point to note is that the TRAC data is analysed across five categories (publicly funded and non-publicly funded teaching, publicly funded and non-publicly funded research and other), is required to be submitted to the funding councils by 31 January and is not publicly available.  The aggregate sector information is published by the funding councils.

5.4.2 Potential streamlining

The potential for streamlining between HESA and TRAC data revolves around the information requirements and the timescales. The fundamental issue in respect of the financial data results from both returns being derived from the financial statements but being generated sometimes independently, that is, by different people within institutions at different times.  

This can be answered by the differing needs of the users in terms of the information generated and because of the historical development of the returns, that is, HESA data was first published in 1995 and TRAC data first reported on in 2000.  The HESA data is publicly available and is generated using the 41 academic cost centres in order to provide comparison down to this level.  In contrast, the TRAC returns are not publicly available and have a detailed methodology which is designed to provide an overall consistency of information produced at sector level but which may also be used internally, for example, in the context of generating costing and pricing information based on the HEIs internal structure.  As such, it is possible to identify that as a result of these differing aims it may be difficult to produce one set of financial returns which fully satisfies all stakeholders.

Therefore the issue to be considered revolves more around balancing the needs of the different stakeholders with the additional burden on HEIs of producing two sets of data at different times from one source of information.  Furthermore, as a result of the way in which the differing returns have been developed over time, it may now be timely to carry out a fundamental review of the overall information needs of the various stakeholders and to give appropriate consideration as to how these needs can be met in the most efficient and effective manner.  

5.4.3 Conclusions on streamlining potential in respect of HESA and TRAC returns

We have considered a range of options ranging from the status quo through to production of one return  which meets all needs.

We conclude that there is scope for streamlining the HESA finance and TRAC returns in terms of both information gathered and timescales.  At a level which would provide the greatest efficiency gains for the sector, this could involve a fundamental review of the need for a HESA finance return altogether and combine some of the other HESA data returns into an expanded TRAC return.  However, the needs of wider stakeholders and the HE Sector would need to be considered in undertaking such an option and this may involve the need to provide some publicly available financial information from the TRAC return. The on-going fundamental review being undertaken by the funding councils in this area should identify the most appropriate streamlining option, taking into account the factors highlighted in section earlier.

Annex 1:  SSAP 25 – Disclosure Issues

These disclosure issues are technically complex and are below. 

· Definition of reportable segments - SSAP 25 defines reportable segments by class of business and geographically. The Standard identifies that it is for, “the directors to determine whether the company has carried on business of two or more classes or has supplied markets that differ substantially from each other and that where, in the opinion of the directors, the classes of business or the markets do not differ substantially from each other they may be treated as one” (SSAP 25 Part 1.7).  It also reaffirms that in identifying reportable segments the overarching purpose of segmental reporting should be considered, that is, in providing the users of the financial statements with meaningful information in respect of an entity’s past performance and future prospects.  Furthermore, reportable segments may be reviewed on an annual basis and re-defined where appropriate but the principles of consistency and comparability should be adhered to. For HEIs, perhaps the most important outcome of this is that it should be left to the discretion of HEIs to define their own reportable segments, should they decide these are significant enough to be reportable.  Given the diversity of the sector, there are likely to be two further implications deriving from this theme.  

· Firstly, less diverse HEIs may consider their activities as being related.  For example, HEIs may consider that both teaching and research are related activities, as stated in the SORP.  In addition, a number of other income streams could also be related to these core activities in some way. For example, consultancy, residences, intellectual property, specific endowments and tuition fees may be seen as activities/income streams which can only exist because of core teaching/research. 

· Secondly, if HEIs did consider their segments sufficiently significant and unrelated to be reportable, this would be likely to produce a range of segmental information which would differ according to how each HEI had defined its segments.  For example, some HEIs may view research and teaching as separate activities which could be reported as segments.  This argument could be given additional weight with the thrust of the recent White Paper towards a clear distinction between teaching and research.  In addition, other activities, if material, could also be seen as unrelated, for example, fundraising leading to general donations or free-standing commercial activities such as conferencing, although the latter could be excluded on the grounds of commercial confidentiality. 

· Requirements to comply - The Standard applies to companies who exceed the definition of a medium sized company by 10.  Thus it may be reasonable to assume the same criteria would also be applied to a HEI as to a company in determining the requirement to comply.  The definition of ’10 times a medium sized company’ is one which satisfies two out of the following three criteria:

· turnover of £112m;

· net assets of £56m; and

· 2,500 employees.


As such, it is possible to establish that a significant number of HEIs, for example all HE Colleges, would not be required to comply with the Standard.

· Prejudicial to the interests of the reporting entity - The Standard identifies that it is the Directors (or equivalent) who should decide on whether or not the entity’s interests are prejudiced. Invariably, this issue is likely to centre on disclosing commercially confidential information which can equally apply to HEIs as to commercial companies.  It will therefore be the form of segmentation (which aims to provide meaning to users) that may drive the potential disclosure of commercially confidential information.  As such, if HEIs believe that segmental reporting breaches the prejudicial principle disclosure can be avoided.

· Information to be disclosed - Segmental reporting information should be disclosed in a note to the accounts and as such it would not form part of the primary financial statements (Income and Expenditure, Note of Historical Cost Surplus and Deficit, Statement of Total Recognised Gains and Losses, Balance Sheet and Cashflow Statement). There are three main elements to the disclosure requirements, these being analysis by turnover, segmental result and net assets.  It should be noted that an analysis of expenditure does not form part of the Standard.

· Materiality – disclosure need not be applied to immaterial items (in accordance with the principles applied to all accounting standards).

· Consistency - This is another familiar concept with accounting standards.  The issue of consistency can be discussed at an institutional and sector level.  The Standard identifies the need for consistent reporting of segmental analysis on an entity-by-entity basis.  However, it also identifies that where appropriate the definition of the class of business and market can change with the activities of the entity.  This will mean that in a sector, such as HE, which is subject to a changing environment, there can be re-definition of segments on an ongoing basis, for example, as a result of the strategies set out in the recent White Paper, “The Future of Higher Education”.  In addition, the Standard cautions against the appropriateness of comparisons of similar segments in different entities due to the differences in accounting policies and common costs.  Given the differences in accounting policies throughout the Sector, for example, in respect of the useful economic lives of assets, it is possible to identify that the note of caution exercised in the SSAP is applicable to the HE Sector.  As such, at a sector level, users of financial statements may be able to derive less meaning than for a more heterogeneous sector, although it may be possible for users to obtain more meaning from comparisons between like for like institutions.

· Overview of common activities within HEIs - it is worth outlining the common activities within HEIs, which could potentially be subject to segmental reporting, subject to the arguments previously stated around the definition of segments.  The main activities include:

· teaching;

· research (commercial and grant funded);

· residences and catering;

· intellectual property activities (spin off companies, patents, licences);

· ‘free standing’ commercial activities (conferencing, publishing, supermarkets);

· other services provided by academic staff (consultancy);

· fund raising activities (donations); and

· endowments (specific, general).

6 Summary of recommendations

6.1 Activity based costing

We recommend that before any decisions are made about introducing an improvement in the methodology regarding medical and dental school costs,  JCPSG need to consider it further and to evaluate it in relation to its materiality, practicality and cost and benefit implications.

6.2 Economic Adjustments
6.2.1 Infrastructure adjustment

· We recommend that with regard to buildings, further empirical analysis of current practices across the sector should be undertaken to determine the frequency with which insurance valuations should be obtained.

· We recommend that before any infrastructure adjustment for equipment is implemented further research should be undertaken on the likely magnitude and materiality of this equipment adjustment to assess whether it is worthwhile given that there will be costs associated with its implementation.

6.2.2 Cost of capital adjustment

· We recommend the development and introduction of a sector-wide core rate of return based on the future investment needs of HEIs

· We recommend that consideration be given to the application of institutional specific adjustments to this core rate of return to reflect the differing risk profiles of institutions.

· We recommend that the current abatement adjustment be abolished

6.2.3 Exceptional items adjustment

· We are of the view that this adjustment is not necessary and we recommend it should be discontinued.

6.3 Financial reporting

Our only recommendation regarding financial reporting is that an approach to activity reporting should be introduced which provides both income and expenditure figures for the five TRAC categories on a confidential basis to funding councils. This will require the development of guidance on income allocation..
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