BRIEFING NOTE ON TRAC: 

THE TRANSPARENT APPROACH TO COSTING

Introduction – what is TRAC?

1. TRAC (the Transparent Approach to Costing) is the standard method now used for costing in higher education in the UK.  TRAC was introduced after the Transparency Review in 1999 – a government policy study overseen by the Science and Engineering Base Co-ordinating Committee.  After a successful first five years of implementation (finishing in 2004), TRAC is now being consolidated and extended to cover full economic costing at project level. 

2. The development of TRAC has been the responsibility of the Joint Costing & Pricing Group (JCPSG) – an HE sector body who have been supported by consultants – J M Consulting Ltd.  Further information is available on the JCPSG website (http://www.jcpsg.ac.uk).

3. TRAC now includes two separate but related costing processes:

TRAC(1): an annual retrospective allocation of costs.  From 2000/01 all UK HE institutions (about 160) allocate costs from their audited financial statements to activities at an institutional level.  This is primarily a public accountability process and leads to annual reporting by institutions of the costs of Teaching (split into publicly-funded and non-publicly-funded), Research (similarly split), and Other core institutional activity.  Institutions report in January each year, based on the accounts for the previous year (so in January 2005, they will report on 2003/04 accounts data);

TRAC(2): a forecast of full economic costs at a project level.  From 2005, institutions will refine and extend these allocation methods to provide reliable and comprehensive information on full economic costs at the level of individual projects.  They have to do this to apply for the new higher level of public funding for non-competitive research grants from the research councils and government departments, and for costing any activity (Teaching, Research or Other) managed as a project.  This development of TRAC is also a requirement for institutions as part of sustainable management.  TRAC(2) is known as Full Economic Costing (fEC).

TRAC(1) public accountability at institution level

4. The first TRAC process was introduced after the government’s 1998 Spending Review as a means to improve accountability for public funding.  The Transparency Review report in 1999 determined the methods to be used to meet the government requirement.  

5. Implementation was a major project for the HE sector.  It began from autumn 1999.  Pilot universities were involved in testing the new methods and first reported in July 2000.  The whole sector reported the first time in July 2001, and then annually from January 2002.
6. The HE sector was supported in implementation through:
· a detailed TRAC guidance manual (Volumes I, II, and IIa);
· two national conferences for senior managers in 2001;
· a series of training workshops for TRAC project managers in 2000 and a second on indirect cost rates in 2001/02;
· benchmarking processes open to all institutions in May 2000, January 2001, March 2001, May 2001, and January 2002;  
· a help-desk, and regional self-help groups, supported by consultants and JCPSG national coordinators.

7. The main innovations in the TRAC methods were:

· use of Activity-Based Costing and analysing all institutional costs to the level of academic department; 

· accounting for use of academic staff time (through either a diary sampling method, or in-year time allocation schedules);

· use of cost drivers to allocate library and space costs and all other support or indirect costs to activities;

· calculation of a set of indirect cost rates (for classroom, laboratory and clinical departments, and for each main activity – T, R, and O);

· recognition that the costs of investment and risk are not adequately reflected in audited expenditure, and hence the introduction of the TRAC cost adjustments for Infrastructure and Cost of Capital Employed.  (The former compensates for the understatement arising from use of historic costs in some institutions’ accounts.  The latter introduces a cost associated with risk and development.)

8. TRAC requirements are set out as standards to be achieved by each institution.  Underpinning all these is the principle of materiality and a “fair and reasonable” view of costs – this is not an audit approach and institutions are not staffed to undertake heavy administrative processes.  TRAC aims to avoid undue precision (or “spurious accuracy” given the nature of academic processes), and to minimise the burden on institutions while achieving necessary accountability.     Robustness is important and the Quality Assurance processes include a formal internal audit review process, as well as senior management reviews supported by techniques such as benchmarking and output comparisons.

9. The annual reporting of costs under TRAC provided firm evidence for features of higher education which were suspected but not quantified previously:

a. research activity was in deficit (i.e. the costs incurred by institutions were higher than the funding they received);

b. when the cost adjustments were added, nearly all institutions were seen to be in overall financial deficit – indicating that they were not able to invest adequately to support long-term sustainability.  

10. The government accepted these findings.  Additional public funding for research and for capital, together with new policies on full economic costing and capital asset management for sustainability have been introduced as a result. 

11. The first implementation phase ends in 2004, and institutions are now taking stock of what they have achieved.  Many have expended significant effort and cost in implementation, and as well as meeting the government accountability requirements, many institutions are now using TRAC data internally for costing, pricing, and financial management in their institution.  For some, this has been as much a culture change as an accounting development – it is part of a trend in many institutions to accepting that they are “business-like” organisations with a mixed portfolio of finance and activity, and a need for better costing tools.

12. Overall, TRAC has been widely acknowledged to be a very successful initiative.  It went with the grain of other developments in higher education, and it has introduced a significant improvement in management processes in institutions in a way which is compatible with the culture of higher education.  Institutions worked hard to implement the government requirements, and the sector delivered these more comprehensively and ahead of the targets set for them.  As a result of the stakeholder confidence this created, the sector has seen additional funding for research and for capital, and it has avoided more onerous accountability requirements that might otherwise have needed to be imposed.  

13. Not surprisingly, progress in some aspects of the first implementation of TRAC has been slower than originally planned – the costing of space is an example – and more work is being done to consolidate this now.

14. During 2003, an independent review of TRAC was carried out by the Financial Reporting and Activity Costing Group (FRACG).  This concluded that the TRAC methodology was robust and fit for purpose at an institutional level.  FRACG also recommended some improvements to the overall accountability mechanism associated with TRAC, chiefly:

· a new Quality Assurance process will be introduced (see below);

· institutions will report income as well as costs in the annual “five numbers” once suitable methods are in place.  

TRAC(2) – full economic costing (fEC) at project level

15. As part of the policy development related to the sustainability of the UK science base, the Office of Science & Technology has been leading a reform of the Dual Support System for higher education research.  Under dual support institutions receive a block grant of core research funds from the funding councils (called QR) which they use for some of their own blue-skies research and to develop and maintain infrastructure for research, plus a second stream of project-related grants from the research councils, usually covering only the direct costs of projects (excluding investigators’ time) plus a contribution to infrastructure costs.  Over many years, faster growth in the project-related funding than in the block grant has put stress on institutions’ cost recovery on research, and thus on the sustainability of their research activity and infrastructure.

16. The government has provided additional funds for the recurrent costs of research supported by the research councils, and these are to be used to make this research more sustainable – not to increase volumes of activity.

17. To give effect to this policy, HEIs applying for future research grants from public funders will have to identify the full economic cost (fEC) of carrying out the project in question, including an appropriate share of all infrastructure costs and of the cost of capital employed.  Funding will be either at 100% of fEC (the normal case with non-competitive research funded by government departments), or a proportion of fEC (from the research councils and NHS, where the dual support arrangements are in place).

18. The details of these funding arrangements are still being defined (and their implications for other funders such as charities), but it is clear that HEIs will normally receive a higher level of funding for each publicly funded research project than in the past. They will however have to:

a. identify the full economic costs of each project before they apply, and account for these costs, and

b. ensure that they can accommodate these full economic costs within an overall balanced portfolio of research which is sustainable for the institution.

19. Funding for competitive projects and for commercial work for industry (market-priced) will not be affected by this, but a better knowledge of the costs will help institutions to avoid inadvertently subsidising work which should at least “full-cost”.  Institutions need to make a surplus on some commercial or contract research work, as part of their balanced portfolio.  It has never been allowable to subsidise such work from public funds (as this may mean that publicly-funded research suffers), but institutions have been reminded of these responsibilities through a new edition of the Financial Memorandum under which they operate with the funding councils. 

20. The new fEC requirements are set out in a new volume (Volume III) of the TRAC guidance manual.  They are an addition to the original TRAC requirements, but they build on the same methods and principles (and consolidate them in some places).  HE institutions have already received initial training on Volume III and implementation support is in place.          

21. Volume III is a practitioner’s guide, written for experienced TRAC accountants in universities and colleges who have been working with TRAC for 5 years and have attended seminars and training events.  It will not be easy for anyone new to TRAC to pick up the story from Volume III alone – that was not its intended purpose.  Research Councils and others who need to become familiar with TRAC or fEC therefore need some additional training or support and the manual is not suitable for individuals who have not had this introduction.

What is new about TRAC(2) fEC?

22. The main changes introduced by fEC and detailed in Volume III of the manual are that institutions will now have to:

a. forecast/estimate academic staff costs robustly at project level – typically a research council funded project lasts three years and involves a mix of staff;

b. allocate directly to projects the costs of space, and of major research facilities such as animal houses, ships, telescopes, and  technicians;

c. attribute support costs to projects using robustly calculated indirect cost rates, expressed as a £/FTE per academic member of staff.

23. As a result of the second change, indirect cost rates will fall and will be more consistent between different types of project (they will largely relate to administration once the variable costs of space and facilities are taken out).  The use of a £/FTE basis rather than a % of salaries will mean more appropriate reflection of the costs of each discipline and project.  This will be more acceptable to sponsors.  The separate direct costing of space and facilities will also help institutions to manage the costs, utilisation and investment in this infrastructure more effectively (thus helping sustainability).

24. The methods in the manual are comprehensively described.  They represent a balanced approach, which is as light to use as possible, whilst producing robust costs.  There are a number of checks and balances to ensure that the costs recorded (and charged to sponsors) are fair and reasonable, minimise any scope for overcharging, and avoid double charging of costs to public sponsors.  

25. The major impact of TRAC(2) for institutions will be that all academic staff involved in applying for research grants, and in managing projects will need to become more involved with TRAC.  This will require a large briefing and support process within institutions, and for many a more significant implementation task than TRAC(1) was.  It will again be phased over five years.  Institutions which have very large numbers of research contracts may have to make major changes to their financial systems to be able to record the fEC of projects: this was previously not a quantity recognised or funded by public bodies and therefore rarely recorded by institutions. 

26. It has been estimated that the costs of implementing TRAC(2) for a typical research-intensive university could be in the region of £250k per annum over several years.  For a few institutions it could be significantly more, and for less research-intensive institutions, significantly less than this.   
How can sponsors know they can rely on the TRAC costs?

27. TRAC has provided a set of standards for costing in HEIs, based on audited accounts of institutions, and a framework of methods to ensure that costs are fair and reasonable, and are calculated in a consistent manner across the sector.  The conclusions of the FRACG review confirm this.

28. However, the FRACG group recognised that organisations funding higher education might require some additional assurance that institutions have actually implemented TRAC in a way which will lead to these outcomes.  

29. To provide this, the funding councils and research councils have established a new joint external Quality Assurance process for TRAC.  This is being delivered by KPMG, under contract to HEFCE, but acting on behalf of all the funding and research councils.  The role of the QA team will be to visit institutions to review (a) their implementation of TRAC(1), and (b) the plans and processes they have in place to implement TRAC(2).  The first round of visits will take place during 2004, and will cover all institutions.  As well as visiting institutions, KPMG will have access to institutional self-assessment returns, and to institutional indirect cost rates and estates charges which will be benchmarked against peer institutions in the sector.

30. This is not an audit process.  The aim of the QA process is two-fold:

a. to help institutions to test and benchmark their own implementation processes and to ensure the robustness of their costing methods;

b. to reassure external sponsors, and particularly research councils and other public funders of research, that TRAC is being implemented in a rigorous and consistent manner across the sector.

31. Institutions remain responsible and accountable for their own data, and they will continue to involve their own internal audit services in assuring data quality.  However, the QA team will identify any institutions whose progress or plans are not sufficient to assure data quality.  These institutions will be given action plans to complete.  In the event that the institution is unable to complete a plan that includes material actions by the specified time limits, the institution will be unable to recover its space charges or full indirect cost rates from public sponsors of research.

Conclusions: progress and work still to do

32. TRAC is a complex process, with a ten-year implementation period, which has to satisfy a number of different objectives and stakeholders, and to be applicable across a large and diverse group of institutions.  So far, TRAC has proved flexible and robust enough to accommodate all these needs, while also being sufficiently rigorous and challenging to move practice forwards in the sector.  But there is much work still to do.  

33. Some would prefer TRAC to look simpler, but much of the apparent complexity in the manuals comes from the multiple activities and streams of accountability that HE institutions are subject to (unlike, say research councils, they have to account for publicly-funded teaching, and enterprise activity as well as research, and they are funded for each activity from a mix of public and private sources); and the desire of many institutions to “do costing rigorously” even where inherently difficult issues are involved.

34. The inherently difficult costing issues include (but are not limited to): medical schools and knock-for-knock relationships with the NHS; distinguishing research and scholarship; costing complex heritage estates and multi-user facilities with no market value; and accounting for the time of academic staff who often work well outside any standard working week and on multi-task activities (such as supervising PGR students) which cannot easily be categorised as either teaching or research. 

35. TRAC will continue to evolve and to address such issues, as it needs to.  The JCPSG programme for TRAC provides an ongoing support process to institutions, and  forum for discussions about the development of the guidance, and for regular up-dates and refinements as required.  All contributions to these discussions are welcome.
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