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Annex 15

Cost Adjustments

Scope

This Annex describes how the infrastructure adjustment and the cost of capital employed adjustment should be calculated.

Status

The material in this Annex was originally issued in April 2004.

Notes to users:

· following the recommendations of the FRACG review (see Annex 1 to access this) the methods used to calculate these two cost adjustments is changing.  New guidance is expected during 2005.  Until then, this Guidance remains current;

· the material currently in this Annex is an extract of Section C7 of volume II of the Manual.  The cross-references and page numbers refer to that volume;

· for ‘Transparency Review’ read TRAC;

· the exceptional cost adjustment (p18) no longer applies;

· the profit formula used by Government has now been altered – see http://www.mod.uk/business/review_board_gov_contracts/profit_formula/2003/
· the infrastructure adjustment does not lead to a ‘real’ full economic cost as it does not incorporate equipment, take into account backlogs, or consider fitness for purpose;

· p19 is no longer relevant as the indirect cost rates are now calculated in a different way – and are not expressed as a percentage of salaries – see Part IV;

· the infrastructure adjustment is now included with estates costs in the calculation of estates charges.  The cost of capital employed adjustment now forms part of indirect costs:  it should not be attributed to activities on the basis of estates usage - a reasonable cost driver might be 'all other costs';

· as well as interest, the actual costs of restructuring (redundancy payments, top-up to pension on early retirements) should be deducted from the gross COCE to arrive at a net COCE.  The gross COCE (or the net COCE plus interest plus restructuring - which is the same thing), form part of the indirect cost rate.

Section C7

Cost adjustments

This section covers:

1 The TRAC requirement 

1.1 Rationale for the requirement 

2 Adjustment for infrastructure costs 

2.1 Current accounting practice 

2.2 The Transparency Review requirement 

2.3 The required adjustment

3 Adjustment for cost of capital employed 

3.1 Introduction 

3.2 Application of the profit formula to HE

3.3 The calculation 

4 Adjustment for exceptional costs

5 Indirect cost rates 

Annex: Cost of capital employed - the profit formula 

Key implementation points:

The calculations to be made to meet Transparency Review requirements are

given here in detail, together with worked examples:

• infrastructure: calculations 

• cost of capital employed: calculations 

• exceptional items
C7 1 The TRAC requirement

Costing standard 5

	Area:

cost adjustment

Standard to be achieved:

full economic costs including adjustment for:

• infrastructure costs

• cost of capital employed

• any exceptional items.

no other adjustments to gross costs




C7 1.1 Rationale for the requirement

The costs used in TRAC are those shown in the published financial statements of institutions. These need to be adjusted in three main respects to reflect the full recurrent economic cost of institutional activities:

• capital/infrastructure costs

• cost of capital employed

• any exceptional items.

There is no change to the costs reported in, or the accounting standards applied to, published financial statements.

Capital infrastructure costs

Under present accounting standards, institutions are required to account for their infrastructure either on a historical cost or valuation basis, but this rarely covers the full economic costs of their premises or equipment.

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.

Cost of capital employed

All businesses need to cover the cost of financing and to generate a minimum level of retained surplus to permit rationalisation, updating and development.

In economic theory, these surpluses are part of the costs of financing the business. The term ‘cost of capital’ is generally used to describe the total of these costs (covering both loan and equity capital: and represented through interest, dividends and retained surpluses).

These are legitimate costs of running a business, and are accepted under the Government Accounting Conventions (GAC) for this reason. The aim of the GAC profit formula when applied to private contractors is to give them a fair and reasonable profit based on a return on capital employed comparable with British industry.

Under the Transparency Review the term ‘cost of capital employed’ (COCE) is used to cover:

• the surpluses required for rationalisation, updating and development

• the costs of raising and servicing capital, including short-term borrowings.

However, ‘cost of capital employed’ does not cover the costs of maintaining or depreciating assets - this is part of the adjustment for infrastructure.

Exceptional items

The costs of activities in any one year should not be distorted by significant, unusual, items of cost. These should be spread over a suitable period.

C7 2 Adjustment for infrastructure costs

In order to report full economic costs, an adjustment for infrastructure costs should be made in most institutions.

The term infrastructure covers:

• estates (land and buildings)

• physical infrastructure (roads, grounds, boiler plants etc)

• equipment (including scientific, computers and general)

• vehicles

• furniture (fixtures and fittings).

The adjustment (and costing standard) excludes any assets held solely for investment purposes and which make no direct contribution to institutional core activities.

C7 2.1 Current accounting practice

Institutions must follow the Statement of Recommended Practice (SORP for Higher and

Further Education), which is based on applicable Statements of Standard Accounting Practice (SSAPs), Financial Reporting Standards (FRSs) and guidance from the Accounting Standards Board (ASB)
FRS 15, Tangible Fixed Assets, deals with the initial measurement of fixed assets and their revaluation (revaluation is not compulsory). Depreciation must be charged to reflect the consumption of the assets’ economic benefits, even where cash is spent to maintain the asset in a good state of repair.

FRS 15 gives considerable flexibility to the methods use to value assets, and to charge

depreciation on estates and equipment - although concepts of ‘consistency’ and ‘true and fair’ must be adhered to.

Institutions’ policies on costing land and buildings include:

	Historic cost, i.e. at the original purchase price; or

Revaluation, in one of the following ways:

• open market value (existing use).

• depreciated replacement cost.

Where land and buildings are re-valued this usually happens every 3-7 years, although some institutions revalue a proportion of their estate every year on a rolling basis




Policies on depreciation are as follows:

	Buildings are usually depreciated over 40-100 years. Other assets are usually depreciated over 3-10 years.

Capitalisation thresholds on equipment and furniture usually fall between £1,000 and £30,000, most typically between £5,000 and £20,000.

Institutions use a variety of methods of depreciation, although a straight-line basis is most commonly adopted.




C7 2.2 The Transparency Review requirement

Higher education institutions need, like any business, to provide for the full replacement cost of their production assets, i.e. to manage these on a whole life-cycle basis as recommended by the National Audit Office (NAO).

The Management of Teaching and Research Equipment in Scottish Higher Education Institutions, NAO, June 1996

Teaching, Research and Other activities all require assets which not only meet minimum

standards of health and safety, but which meet the professional and technological requirements of these activities.

There are several issues surrounding current accounting practice. Expenditure figures may not fully reflect the true economic cost of maintaining assets in an appropriate condition (there may be maintenance backlogs). Policies on depreciation and asset valuation vary; some institutional assets have no open market value; others may have been gifted to the institution; or written off completely in the books. The adequacy of long-term maintenance spend will vary.

Three elements are required to maintain an appropriate infrastructure:

(i) a depreciation charge to reflect the consumption of asset value (or the benefits from use of the asset)

(ii)  a long-term maintenance charge to reflect the cost of maintaining asset condition as originally specified (subject to normal wear and tear)

(iii) a periodic (and planned) renewal and up-grading investment to ensure that assets remain fit for current purpose with respect to developing requirements of (e.g.) teaching, research, public access, laboratory safety, security, IT infrastructure.

Some institutions already come close to this position. Some institutions have a long-term asset maintenance programme which is costed to bring all assets up to an externally-validated standard Royal Institute of British Architects; while others may revalue all assets on a rolling basis. However, although many institutions’ financial statements cover part or all of the first two elements, few reflect the third - except on an occasional one-off basis as capital projects.

Current accounting policies allow assets to be held at historic cost, or at (re)valuation based on either depreciated replacement cost or open market value (existing use). Even where institutions revalue their assets, the use of a depreciated replacement cost method for asset valuation means that this almost certainly does not recognise the full cost of their maintenance at a level which is fit for purpose.

The use of depreciated replacement cost (DRC) has meant that deductions have been made to allow for the age, condition, economic or functional obsolescence and other factors which might result in the existing property being worth less than a new replacement. Institutions using DRC are currently costing to replace at the current levels of obsolescence. Similar issues apply to valuations at open market value (existing cost) (OMV).

C7 2.3 The required adjustment

Institutions should include an annual cost which adequately covers items (i) to (iii) above - depreciation, maintenance, and renewal and up-grading.

To do this, the charge should be based on the full replacement cost (not depreciated) of their infrastructure. Replacement cost refers to the current cost of new equivalent infrastructure, in a condition that is fit for purpose.

This charge will require an adjustment that takes account of the elements already included in institutional financial statements. It would therefore be zero for any institutions who already fully include depreciation, maintenance and renewal and up-grading costs in their accounts to a level that fully ensures assets are maintained in a fit-for-purpose condition.

Alternative methods

The following list sets out the main methods that were considered as a basis for the full

economic cost of infrastructure. An annual charge for transparency could be based on:

· infrastructure costs reported in financial statements

· insurable value

· rateable value

· rental value

· market value.

The following criteria were considered when evaluating these. The infrastructure adjustment would need to:

· be applicable across the whole of an institution’s physical assets

· be available throughout the sector (minimal, or no, cost required to obtain the figures or make the adjustments)

· have a basis (origin, method of calculation etc) widely understood by institutions

· reflect full replacement cost (not depreciated replacement cost)

· be kept up-to-date

· be unlikely to be subject to negotiations or other judgemental factors

· be unlikely to be subject to regular fluctuations caused by market or demand

· avoid any double-counting of costs

· be accepted by institutions as a fair and reasonable method

and, equally importantly

· be likely to be considered to be equitable and a fair and reasonable method by stakeholders, external sponsors and other bodies.

Based on these criteria, the Transparency Review requirement is that institutions should include costs based on insurance value, and in the implementation of this method, should avoid double-counting.

Institutions are expected, as part of normal good management practice, to maintain their

insured value at an appropriate level. It is also required under the Funding Councils’ financial memorandum.

For simplicity, in the first years of implementing the Transparency Review requirements, the infrastructure adjustment will be calculated on land and buildings, and not on equipment. Equipment costs as currently reported in institutions’ financial statements should be reported under TRAC.

How the adjustment should be calculated

The following principles apply:

a) Institutions should not alter their audited financial statements.

b) Existing insurance values are to be used. These normally cover land, buildings, plant, fixtures, furniture, and equipment and are kept up-to-date. If this is not the case, then an appropriate update of the insurance value should be obtained.

c) Insurance values are normally based upon the current replacement cost of the estates

including professional fees. This generally includes land, fixtures and fittings, and equipment and furniture. If this is not the case, then institutions will need to ensure that the relevant items are specifically added in.

d) Insurance values should cover all of the assets owned by the institution, or for which it has a (potential) liability to replace. The assets could be funded from any source – Funding Council grant, recurrent income, institution-reserves, borrowing, sponsors, endowments etc.

e) The infrastructure adjustment can be made on the estate (and assets) as a whole, and need not be calculated by groups of buildings/assets, or by department (although institutions have the discretion to do this if they wish).

f) The infrastructure adjustment can be calculated as one total cost adjustment. It does not have to be calculated separately for Teaching and Research and Other (although the

institutional adjustment will be attributable to all three).

g) Residences, conferences and business premises do not have to be separately identified – but the assets used should be included in the adjustment. All (land and buildings) assets in consolidated financial statements should be included, including those in subsidiary companies that are in the consolidated Balance Sheet.

h) The costs to be replaced by the Transparency Review infrastructure adjustment are those that relate to long-term maintenance and asset refurbishment/updating and replacement.

They are:

· long-term maintenance

· depreciation.

There is no adjustment to the costs of recurrent maintenance, utilities, security, cleaning etc, and consumables. These real operating costs are already fully reflected in the financial statements.

Leased properties will need to be reviewed to ensure that any inclusion in insurance values does not lead to a double-counting of maintenance etc costs as the infrastructure adjustment is applied.

The following steps should be carried out:

1. Decide the level at which the adjustment is to be made.

The minimum to meet Transparency Review requirements is at the level of the institution as a whole. (The institution may alternatively apply the adjustment by department/building or asset, or separately for Teaching, Research and Other.)

2. Identify and exclude costs already included in the institution’s financial statements which are covered through the infrastructure adjustment.

These are:

i. elements of uncapitalised long-term maintenance costs which have in effect led to a

replacement of the asset, significant improvement or updating of its efficiency/functionality - i.e. substantial accumulated dilapidations, new roof or re-cladding, or replacement of a boiler.

ii. the depreciation charge on buildings as stated in the financial statements

iii. elements of rents or lease payments paid by the institution on properties or assets where the HEI pays for the long-term maintenance or refurbishment of the asset (this should exclude any service charge element).

These costs should be replaced by the infrastructure adjustment.

3. Ensure all other costs are left in the totals to be reported under the Transparency Review.

The following, in particular, are not being covered by the infrastructure adjustment and should remain in institutional costs for allocating and reporting under TRAC:

i. service charges, recurrent maintenance, security cleaning

ii. 
rents or lease payments paid by the institution on properties or assets where the HEI does not pay for the long-term maintenance or refurbishment of the asset

iii. uncapitalised long-term maintenance or significant repairs in the year being reported which in effect maintains the original level of efficiency and functionality - for example major repairs to a boiler which brings its efficiency back to a previous level

iv. purchases of furniture and equipment and other assets under capitalisation value

v. equipment depreciation as reported in the financial statements

vi. consumables.

These costs should be left in the institution’s accounts for attribution, along with all other costs. They are to be included in institutions’ costs for reporting under the Transparency Review.

4. Review the insurance valuation for assets, that applied at the year-end of the year reported.

Exclude from the insurance valuation:

i. equipment

ii. the costs and expenses associated with demolition of existing properties or assets. These will include costs of removing debris, dismantling and/or demolishing, shoring up or propping

iii. the insurance value on any assets that are not owned by the institution and where the

institution is not generally responsible for their long-term maintenance (e.g. landlord’s

fixtures and fittings).

Professional fees and VAT should remain in the insurance valuation.

5. Calculate a new infrastructure charge for the assets.

There are two methods which can be used for this. The first is at a high-level; the second is more detailed. Either is acceptable under the Transparency Review.

i. High-level method

a. take the value of the assets (excluding land and equipment) that were subject to depreciation in the financial statements. Use a simple average of opening and closing asset balances (excluding land and equipment). Take the gross book value (i.e. do not deduct depreciation) 

b. calculate the ratio between this gross book value, and the depreciation charge that had been calculated for the year

c. apply this ratio to the (adjusted) insurance value to derive the gross infrastructure charge for the year.

Where, exceptionally, no depreciation has been included in an institution’s financial statements, use the notional depreciation total included in the notes to the accounts to calculate the notional depreciation rate to apply to the insurance value. In these cases, the long-term maintenance spend would need to be scrutinised very carefully to exclude spend leading to replacement, as described under 2 (i) above, and to avoid double-counting.

ii. Detailed method

An alternative more detailed method can be used if institutions wish (and have the information). An example of this is:

a. identify the insurance value for each type of asset (requiring a breakdown of insurance value by type)

b. calculate a depreciation charge, as under the high-level method (i) above, for each type of asset based on a) the institution’s current accounting policies for that type of asset, b) an estimate of the residual values, and c) the insurance value. This would be the gross infrastructure charge for reporting under TRAC

c. analyse (in detail) the (current and historic) asset registers, identifying the original asset value and accumulated depreciation for the major types of asset. To this would be added the value, by type, of assets that have not been capitalised; and other relevant expensed costs, such as long-term maintenance.

A total of the gross infrastructure charge plus accumulated deprecation (or, in future years, gross infrastructure charges) plus the cost of assets written off directly to the income and expenditure account (not capitalised) plus long-term maintenance spend should then be calculated. This total should not exceed the insurance value of the asset. If it does, the infrastructure charge for the year should be reduced accordingly.

The Transparency Review does not require this detailed method to be undertaken. The high-level method under (i) above is the minimum requirement.

6. Calculate a net infrastructure adjustment.

i. the notional depreciation based on insurance value (step 5)

ii. less depreciation of buildings, and any applicable long-term maintenance and rental costs (step 2)

iii. gives a net infrastructure adjustment that can be added to the costs as reported in the

accounts. 

It is a Support cost, to be subsequently attributed to T, R and O.

7. Attribute to activities (T, R, O) and departments.

Attribute the net adjustment to departments and to activities on the basis used to attribute premises costs (e.g. usage of buildings space by department, usage by activities if available, or academic staff time spent on activities).

Worked example – Infrastructure adjustment (high-level method)

	
	
	
	
	Stg million
	

	
	£million
	Year
	
	
	

	
	
	
	
	
	

	A
	Gross book value of assets (i.e. before accumulated depreciation is deducted) as reported in financial statements
	1998-99
	110
	
	

	
	for Buildings (e.g. everything excl equipment) on all
	1999-2000
	125


	
	

	
	Buildings assets in consolidated B/S, i.e. , including Business Parks, residences etc. irrespective of funding
	avge
	
	117.5
	A

	
	*Assumed valuation base in this example: DRC


	
	
	
	

	
	
	
	
	
	

	B
	Depreciation for 1999-2000 reported in financial statements for Buildings. This is on the same assets reported under A
	
	
	4
	B

	
	
	
	
	
	

	
	
	
	
	
	

	C
	Calculated depreciation rate
	
	B/A =
	0.03
	C

	
	
	
	
	
	

	
	
	
	
	
	

	D
	Insurance value on Buildings, e.g. everything excluding equipment and demolition including fees and VAT
	
	
	 160.000
	D

	
	
	
	
	
	

	
	
	
	
	
	

	E 
	Gross infrastructure charge
	
	C x D =
	5.447
	

	
	
	
	
	
	

	
	less depreciation
	
	B
	4.000
	

	
	
	
	
	
	

	
	less long-term maintenance leading to significant upgrade in functionality
	
	
	0.100
	

	
	
	
	
	
	

	
	
	
	
	
	

	F
	 Net infrastructure charge
	
	
	1.347
	F

	
	
	
	
	
	

	The net infrastructure charge should be added to the total costs of the institution as shown in their financial statements.
	
	
	
	

	
	
	
	
	

	Total expenditure (basis for Transparency Review reporting) for 1999-2000 (including depreciation & interest)
	
	
	85.000
	

	
	
	
	
	

	Net infrastructure adjustment
	
	
	1.347
	

	
	
	
	
	

	Transparency Review costs including infrastructure adjustment (not yet including COCE or exceptional items adjustments)
	
	
	86.347
	

	
	
	
	
	

	
	
	
	
	

	* If the institution’s financial statements had shown depreciation on assets held at historic cost, then the net infrastructure charge would have been calculated to be significantly higher.
	
	
	
	


C7 3 Adjustment for cost of capital employed

C7 3.1 Introduction

Under the Transparency Review requirements, a cost of capital employed should be included in the costs being reported to ensure that institutions account fully for the economic cost of capital. This covers:

· the financing costs of institutions, covering the existing costs of borrowing (interest) and the opportunity cost of institutional cash used for financing

· a surplus for the rationalisation and development of institutions’ business capability and capacity.

The terms ‘rate of return’ and ‘cost of capital’ are used synonymously throughout this section.

This is distinct from the infrastructure adjustment which ensured that institutions report the costs of maintaining assets in a condition that is fit-for-purpose (including the costs of updating their current assets to this condition if necessary) and covers depreciation and maintenance.

An adjustment to costs for the cost of capital employed should be made to ensure that

institutions can report the full cost of capital in a way that is recognised by business, and

government.

Inclusion of a cost of capital employed rate in a full and transparent way in reporting for the Transparency Review is in line with the cost adjustment accepted under the Government Accounting Conventions by HM Government. This is known as the ‘profit formula’.

Government Accounting Conventions (GAC) are the accounting conventions used for the determination of overhead costs attributable to non-competitive government contracts

Several methods could be used to set a cost of capital employed (COCE) rate for use in HE. These include utilities and price cap regulation (RPI-x); pharmaceuticals and their regulation (PPRS); options pricing; monopoly pricing; the cost of capital. (For the last method there are at least three alternatives - Capital Asset Pricing Model (CAPM), the Dividend Growth Model (DGM), and Arbitrage Pricing Theory (APT).) In HE, the cost of capital is represented by interest: there are no public or private sector dividends. Government bonds, therefore, is one method of setting a cost of capital rate (low-risk).

There is no single ‘best method’ of calculating cost of capital. The following criteria were

applied when selecting an appropriate method:

• Transparency: The rates and calculations are traceable and auditable

• Consistency: The method can be applied consistently across the sector, and across years

• Simplicity: All institutions can use the same rate, requiring only simple calculations

• Pragmatic: No one method is ‘best’, but the method used should have theoretical rigour

• Precedent: The method should have credibility. This could be evidenced by a previous

history and acceptance of the method in other sectors, including by Government. The HE sector should not be perceived to be inventing its own method

• Fair and reasonable: The results are equitable to sponsors and to institutions, they broadly reflect a reasonable view of cost of capital, and that any characteristics of the method chosen that are obviously not appropriate for HE are moderated by the effect of choices made during the calculation (e.g. risk and non-risk considerations).

The profit formula, as used by HM Government, is the method that best satisfies these criteria. A brief description of the background to, and current application of, the formula is given in the Annex, along with terminology and an explanation of how it is calculated.

C7 3.2 Application of the profit formula to HE

The profit formula should be used for including a cost of capital employed into reporting for the Transparency Review. It is the method approved by Government for calculating a rate of return on non-competitive Government contracts. Given this, in time, it should prove acceptable for use by all Government, and European Union (EC) sponsors of higher education.

In applying it to higher education, it is important to refer to the original criteria used in its

selection. Pragmatism, ease of use, consistency across the sector were key criteria used in determining how it should be applied to higher education.

The profit formula, as with alternative methods, is not a perfect descriptor of the rate of return for the higher education sector. For example (for further explanation of these concepts refer to the Annex):

• the profit formula is based on UK industry (large listed, majority of small listed, largest

unlisted companies), and many of these businesses are very different from that in higher

education. This does not mean that a new set of reference companies should be used (i.e. training and research organisations). This would run contrary to the expressed need for the method to be one that is already in use and accepted externally to the sector, and

• it would add complexity, e.g. research and teaching might be considered two separate

businesses, requiring separate rate of return calculations

• similarly, the requirement under the GAC to calculate a cost of production/cost of equity

ratio (CP/CE) on unconsolidated financial statements adds complexity (it is also not material in higher education)

• the applicability of risk or non-risk figures could be debated, given the range of higher

education contracts

• higher education has particular characteristics that could add further complexity: the

complex funding arrangements for many buildings; the block grant recurrent income that

covers much of institutional expenditure; a complex history of capital funding.

To ensure that the result is fair and reasonable, and to ensure transparency and ease of

calculation, a simplified version of the profit formula should be used under the Transparency Review. This will help both the higher education sector to apply it, and sponsors to understand it.

Using the simplified version will have the effect of slightly reducing the cost of capital employed calculated across the sector as a whole, and will not recognise any variations from the sector average financial structure, in any one institution (specifically, in their CP/CE ratio and financing sources).

The most appropriate simplified version of the profit formula is that allowed for under the

special provisions.

Paragraphs 414 (b) and 417 (b) in the Review Board Report on the 1998 review

ISBN 0 11 772886 1.

These allow the same rate to be applied to all institutions in the HE sector, based on a simple application of one percentage to total assets less current liabilities (excluding cash, investments and endowments).

It should be noted that these special provisions have been designed for institutions with low CP/CE ratios. The sector as a whole displays a CP/CE ratio of 2.27 (1997-98), which is nearly at the level identified for the use of special provisions. However, this sector ratio reflects a mix of historical cost and current cost policies. Use of the special provisions rates will therefore mean that a slightly lower cost of capital employed will be calculated for the sector as a whole.

The HE sector CP/CE ratio is calculated from 1997-98 HESA Finance Statistics Return Tables 1 and 2. Total expenditure less interest payable; in a ratio to Total assets less current liabilities less investments, cash and endowments. The comparable figure for 1996-97 was a CP/CE ratio of 2.29. Both figures are for England only. Individual institutions’ CP/CE ratios vary around this.

The special provisions rate should be applied to total assets less current liabilities (excluding cash etc), which, in accordance with the Review Board rules, should exclude assets that have been publicly funded when reporting to government. It should only apply to assets which have been provided from institutional funds, borrowing or non-public bodies. Across the higher education sector as a whole, between three-quarters and two-thirds of non-cash assets are funded from non-public sources. This proportion is increasing every year. Three-quarters of the rate should therefore be applied to the total non-cash assets of each institution under TRAC.

Calculated from 1997-98 HESA FSR Table 2 - Balance Sheet. 35% of Tangible fixed assets less revaluations have been funded by deferred capital grants and Inherited liabilities reimbursement. England only. (1996-97: 29%) Deferred grants include some from non-public sources, e.g. charities, National Lottery and private organisations. The balance of assets have been funded from long-term liabilities, external borrowing (more than one year) and cash.

The non-risk rate is lower than the risk rate. Many contracts are based on a ‘cost reimbursement’ basis, although the amount of risk does vary by contract. In line with the criteria described above, the non-risk rate should be used.

In line with the reviews of the profit formula, the method used to calculate the rate and the most appropriate percentages for use by the HE sector, should be regularly reviewed - for example, every five years. This should be carried out at a national level.
C7 3.3 The calculation

Under Transparency Review, institutions should:

1. Calculate:

average total net assets less current liabilities (simple average of opening and closing balance for the year being reported).

‘Total assets less current liabilities’ is fixed assets plus current assets less current liabilities. Provisions, deferred capital grants, and creditors of more than one year, should not be deducted.

Cash, endowments and investments should be deducted.

Assets should be the value as reported in the institution’s consolidated financial statements.

The infrastructure adjustment should not be applied when calculating the cost of capital

employed adjustment (i.e. the assets should be the value as reported in the financial

statements, not insurance value).

2. Apply a cost of capital employed rate to these average non-cash asset values

	if assets are valued on a historic cost basis (HC): 75% of 11.4%, i.e. 8.6%

or

if they are valued on a current cost basis (DRC, or OMV): 75% of 8.05%, i.e. 6.0%




This provides a cost of capital employed figure for all institutional activities - Teaching,

Research and Other activities.

Some subsidiary companies have different accounting policies from the institution (e.g. DRC, whereas the university records assets at HC). The consolidated assets may therefore be recorded at a mixture of HC and OMV/DRC. The principle of materiality is relevant here. Institutions should identify the basis on which most of the assets are recorded (e.g. HC), and apply the rate applicable to those assets (e.g. HC rate) to all of the assets.

If institutions change their accounting policies and move from HC to DRC then they should use the DRC basis in the year of revaluation and subsequently. If institutions freeze their assets at DRC values, they should use the DRC rate for the first five years, and then change to the HC basis. Institutions should assess whether five years, or some different length of time, should be used.

3. 
Exclude interest and any other financing costs included in the financial 
statements for reporting institutional costs under the Transparency Review.

4. 
Attribute the cost of capital employed total to Teaching, Research and Other on the basis used for estates costs (e.g. space usage by department, usage by activity if available, or academic staff time spent on each activity).
Worked example – Cost of capital employed (£m)

	
	
	Year end
	
	
	

	
	
	1998-99
	1999-2000
	
	
	

	
	
	
	
	
	
	

	A
	‘Total assets less current liabilities’
	105
	108
	Avg.
	106.5
	A

	
	(fixed assets plus current assets less current liabilities)
	
	
	
	
	

	
	excluding cash, investments, endowments without deducting provisions, deferred capital grants, etc.
	
	
	
	
	

	
	
	
	
	
	
	

	
	
	
	
	
	
	

	B
	Cost of capital calculation:
	
	
	
	
	

	
	If buildings are (all or mostly)
	at HC use:
	11.40%
	x 75% =
	0.086
	Z
	

	
	
	At DRC/OMV use:
	8.05%
	x 75% =
	0.060
	Z
	

	
	
	
	
	
	
	

	
	Assuming (here) they are at DRC apply
	
	
	Use one or the other
	0.060
	B

	
	
	
	
	
	
	

	
	
	
	
	
	
	

	C
	Gross COCE
	
	
	A x B
	6.422
	C

	
	
	
	
	
	
	

	
	
	
	
	
	
	

	D
	less
	already in financial statements
	
	
	
	
	

	
	
	all interest
	2.212
	
	
	
	

	
	
	other financing costs
	-
	
	
	
	

	
	
	
	
	
	
	2.212
	D

	
	
	
	
	
	
	
	

	
	
	
	
	
	
	
	

	E
	Net COCE
	
	
	C – D
	4.210
	E

	
	
	
	
	
	
	

	
	
	
	
	
	
	

	
	The net COCE should be added to the total costs of the institution as shown in their financial statements:
	
	
	
	

	
	
	
	
	
	
	

	
	Total expenditure (basis for Transparency Review reporting) for 1999 – 2000 (including depreciation & interest)
	
	
	85.000
	

	
	
	
	
	
	

	
	Net COCE adjustment
	
	
	4.210
	

	
	
	
	
	
	

	
	Transparency Review costs including COCE adjustment (not yet including infrastructure or exceptional items adjustments)
	
	
	89.210
	


C7 4 Adjustment for exceptional costs

Any large exceptional or extraordinary items in the institution’s financial statements should be charged across a suitable period to avoid distorting the costs of activities in any one year.

Three years would be a suitable period unless there are good reasons for doing otherwise. Exceptional items are as defined in FRS 3.

Financial Reporting Standard 3: Reporting Financial Performance

They could include, for example:

· large restructuring costs

· decommissioning costs for major facilities.

Items of large maintenance spend would normally be considered an exceptional item. However, under the Transparency Review, they may already have been excluded from the costs to be reported as part of the calculation of the infrastructure adjustment covered earlier in this section.

The adjustment for exceptional items may lead to a reduction in cost (for example, in the first year) and an increase in costs (in the two subsequent years).

It might lead to a negative cost adjustment in any one year.

Worked example – Exceptional items

	
	£m incurred in 
	
	
	

	
	1998-99
	1999-2000
	2000-01
	2001-02

	
	
	
	
	

	Total expenditure including exceptional items from the financial statements
	80
	85
	
	

	
	
	
	
	

	Less exceptional items
	-2.1
	-1.5 
	
	

	
	
	
	
	

	Exceptional items attributed:
	0.7
	0.7
	0.7
	

	
	
	0.5
	0.5
	0.5

	
	
	
	
	

	Expenditure to be reported under Transparency Review 
	78.6
	84.7
	
	


C7 5 Indirect cost rates

These three adjustments will form part of the Support costs included in the calculation of

indirect cost rates (see Section C9):

Support costs -

including infrastructure,

cost of capital employed, and

exceptional items adjustments

----------------------------------------

Direct staff costs

These cost-plus rates will assist institutions in pricing.

When calculating full-cost rates for non-government sponsors, institutions should ignore the 25% deduction made to the rate of return percentage to exclude PF assets. It is legitimate for non-governmental sponsors (including charities) to cover the financing costs of the capital employed on work carried out for them by the institution. The source of those assets (unless it is that particular sponsor) is not relevant.

C7 Annex

Cost of capital employed

The profit formula

The profit formula is a key part of the government accounting conventions. ‘The aim of the formula (is) to give contractors a fair return on capital employed: that is to say equal on average to the overall return earned by British industry in recent years.’

Extract from the text of an agreement between the Government and the CBI in February 1968 regarding the establishment of the Review Board for Government Contracts. The full text of the Memorandum of Agreement is given in Appendix B of the Review Board’s report on the 1996 General Review of the Profit Formula for Non-Competitive Government Contracts, March 1996

‘The Ministry of Defence (MoD) is the predominant user of the profit formula... and ... has the responsibility, formerly vested in HM Treasury, for communicating with the (Review) Board on behalf of Government on all matters concerning the profit formula. However, if both contracting parties agree, the profit formula and its associated arrangements are available for application to non-competitive contracts placed by other Government departments or public sector bodies...’

page ix, Review Board report, March 1996, as above

Key elements of the profit formula are as follows:

1.  Its principal components are reviewed annually, between General Reviews, by the Review Board. The Review Board comprises of members of Government and the CBI. The Review Board is advised by the Joint Review Board Advisory Committee (JRBAC) and the MoD. The HE sector is represented as a trade association on the JRBAC.

Review Board for Government Contracts, report on the 1998 Annual Review of the Profit

Formula for Non-Competitive Government Contracts, March 1998

2. A General Review is conducted by the Review Board usually triennially, at which all aspects of the arrangements for non-competitive Government contracts are open to examination.

3. The profit formula is based on an annual rate of return enjoyed by British industry over the previous seven years, calculated in 1998 at 22.2% (historic cost basis); 15.65% (semi-CCA basis)

‘Semi-CCA is a basis of inflation accounting incorporating fixed assets at their depreciated current cost, but making no allowance for the effect of inflation on the value of stocks and net working capital’ page x, Review Board report on the 1996 General Review

UK industry is represented through a selection of companies (selected by the MoD) of all large listed companies, the majority of small listed companies, and the largest unlisted companies.

4. These rates are converted by the Review Board into two percentages - one to be applied to the cost of production (CP), and one to the capital employed (CE).

	Broadly, and for the purposes of the Transparency Review:

· cost of production (CP) is total costs

· capital employed (CE) is total assets less current liabilities.




The conversion uses assumptions and evidence on industry’s average CP/CE ratios, and the percentages of risk and non-risk work.

5. The rates set in 1998 (which are still current) for non-risk work are:

historic cost Profit Formula: 8.55% on CE; plus 2.65% on cost; resulting in a return on

capital employed of 17.05%

semi-CCA Profit Formula: 6.05% on CE; plus 2.35% on cost; resulting in a return on

capital employed of 12.1%

‘a non-risk contract is one that is placed on a cost reimbursement basis (whether with a fixed fee or a percentage profit) which insulates the contractor against loss’

p22 Review Board report on the 1998 review

6. Special provisions apply to contractors with exceptionally high or low CP/CE ratios,

including (for non-risk contracts):

· historic cost: where contractors have a CP/CE ratio of less than 1.07:1 they should receive a fixed return on capital employed of 11.4%

· semi-CCA: where contractors have a CP/CE ratio of less than 0.86:1 they should receive a fixed return on capital employed of 8.05%

7. There are rules detailing items that must be excluded from the CP and CE figures. Those most relevant here are:

	· the cost of raising and servicing capital (in CP) - i.e. interest, to avoid double-counting (the profit formula covers financing costs)

· ‘investment grants, building grants, other capital grants...’ (in CE) - in HE these are the assets financed by public funds

· cash and investments (in CE) - which are deemed to generate their own return.




The profit formula was subject to a fundamental review in 1999. The outcome of this has not yet been determined. No other method has, as yet, been agreed to be more appropriate.

Study into the 1968 Government Profit Formula Agreement,

Professor Keith Hartley and others, Centre for Defence Economics, University of York,

November 1999

Some institutions may wish to follow full Government Accounting Conventions methods (e.g. monthly timesheets, calculation of productive and attendance time), and may do so for pricing purposes on government (and any other) contracts, subject to sponsor agreement.

However, only the method described above - applying a standard rate of return in a simplified version of the profit formula - is to be followed for annual reporting under the Transparency Review requirements.

