Note for HEIs and Government Departments on Full Economic Costing of Research

This box adapted from the TRAC manual (sections B3.3 and B3.5 of Vol III, Feb 2004).
Costing
 AUTONUM  
Costs for projects commissioned for Government Departments should be estimated according to the methods described elsewhere in the manual (i.e. using the full economic costing (fEC) methodology).

Cost-based pricing

 AUTONUM  
When the funding is being calculated on a “cost-based price” basis, Government Departments are generally to pay 100% of fEC.  This is Government policy, which can be found in Investing in Innovation paragraph 3.31 (July 2002), reiterated in The Sustainability of University Research (May 2003) and in the Science and innovation investment framework 2004-2014 paragraph 3.29 (July 2004, available from HM Treasury website
).

 AUTONUM  
However:

· Government Departments are only to pay at the same rates as the Research Councils (a percentage of fEC lower than 100%, to be announced by the Government later in 2004) if the Government has determined a different policy for a particular department.  At present this only applies to the NHS (not the Department of Health) where an NHS trust is contributing to the project by making facilities available and the trust is not recharging for the use of these clinical facilities.


· On infrequent occasions the HEI may conclude that it wishes to price a particular Government Department research project at less than 100% fEC.  Detailed guidance for assisting the HEI in deciding whether the project meets the (narrowly-defined) principle of public scientific good (one of the conditions for pricing below full cost) can be found on OST’s website
 (a revised version of the draft annex to The Sustainability of University Research): the simple fact that the research supports evidence-based policy-making by Government is not sufficient to satisfy the principle;

· An HEI may also bid to a Government Department at lower than fEC where the HEI has specifically decided a pricing policy that prices a particular project at lower than cost because there are clearly identified other benefits (e.g. future royalty streams);

· Government Departments would potentially pay more than 100% of fEC if the work is competitive or other market conditions apply.

Market-based pricing

 AUTONUM  
 When Government Departments fund competitive contracts, prices should be set according to market and other factors.

 AUTONUM  
The calculated (fEC) costs will provide HEIs with useful information about acceptable minimum pricing levels.  But negotiations with funders should be in terms of staff and other resources necessary to undertake the research, and what will be delivered; costs should not be disclosed.

 AUTONUM  
When negotiating, HEIs should remember that fEC is not (yet) a comprehensive economic cost and may in fact be an under-estimate.  For example: building costs may be understated as the useful life assumed in calculations may not fully take account of major in-life restructuring costs; replacement costs for existing equipment are not currently being included; visiting staff time and donated equipment have a cost which is not included in fEC.

 AUTONUM  
Non-cost-based prices should generally be based on the market value to customers of the work.  This should result in prices that are greater than 100% of fEC, unless the HEI makes a conscious decision to cross-subsidise a particular project for an appropriate reason.

Commentary

1.
Government Departments cannot be expected to know the cost to an HEI of a given project, nor can they be expected to pay more than the HEI asks for
.  However, they can be expected to know and adhere to Government policy.

2.
The background to Government policy in this area is that all users of the UK’s research base share a responsibility for it remaining in good health, which generally means paying more than they have in the past.  The Research Councils will pay more, the Higher Education Funding Councils will provide more in the form of block grants (‘QR’), the Government is working with charities to encourage them to increase their payments, and is negotiating in Brussels to improve EU funding too.  It is Government policy that other Government departments shall also, with very limited exceptions, pay at least the full economic cost of the work they commission.  Government departments, often with fixed research budgets, may find the consequent reduction in their purchasing power unwelcome.  But they should not expect their work to be subsidised by other funders or to be undertaken at a price which does not reflect costs and hence runs counter to the objective of a sustainable research base.

3.
For their part, HEIs will be placed under a requirement to ensure that they recover the full costs of their activities from the various sources of income at their disposal, taking one year with another
.

4.
The above extracts adapted from the TRAC costing manual for HEIs make a distinction between cost-based and market-based (competitive) proposals.  TRAC suggests that HEIs should be making surpluses on competitive contracts; this is certainly the case when the funder is a private-sector body which is, essentially, using an HEI as a contract research organisation or consultancy.  But some HEIs have raised questions about competitive tenders for Government work.

5.
It may first be worthwhile to note the distinction between ‘public good’ and ‘public scientific good’.  We do not dispute the fact that, say, exports are good for the UK.  Therefore, if a company commissions research with the aim of improving its products and so exporting more of them, it could be argued that this is in the public interest.  This may be the case, but OST and Funding Council budgets are not voted by Parliament for export promotion.  They should be used to finance precisely that research which would not otherwise be funded, i.e. that research which does not necessarily have obvious immediate directly-applicable value.  Similarly, it is also in the public interest for Government policy to be based on sound evidence and analysis.  But, again, that does not mean that any given piece of work necessarily has as its main aim the furtherance of the health of the science base.  Thus it may not be in the public scientific interest and hence eligible for cross-subsidy from core research support.  Some work funded by companies and Government Departments may be in the scientific interest; guidelines to assist HEIs in deciding in particular cases are available
.

6.
We can distinguish two types of competitive tender, one where all the bidders are HEIs and another where some of the bidders are not.

7.
Where all the bidders are HEIs, Government departments should expect to see higher prices than in the past for a given tender.  One response might be for them to try to reduce prices after a bid has been selected.  HEIs have been encouraged, by the attached extracts from the costing methodology and elsewhere, to resist such pressure.  (Negotiating reductions in the scope of the research, and hence in the staff and other resources needed, is acceptable, as is identifying areas in which the proposal may have been gold-plated.)  It is not the case that departments are required to choose the cheapest bid, but the one which represents best value for money.  Therefore, if one of the HEIs is significantly cheaper than the others – perhaps because it believes the particular sponsor or project is of strategic importance to it – but the department feels that another HEI would provide a better outcome, the department can select a more expensive bid but should not then attempt to get the preferred HEI to reduce its price or match the price of the under-bidder.  (In other words, it is for the HEI, not the potential funder, to decide if it should use some of its limited other resources to cross-subsidise the project.  If the funder wishes to use cost-based pricing rather than competitive tendering it may, of course, do so.  But if it has decided to ask for a market price then it should accept it or, if necessary, start the tender process again.)

8.
Where some of the bidders are commercial bodies such as consultancies, it may be that HEIs become the most expensive bidders whereas they were previously the cheapest.  This development is not automatically to be condemned – it is not Government policy that dedicated research funds should be used to under-cut British companies.  As mentioned in the previous paragraph, departments are not precluded from choosing what they consider to be the best bid overall even if it is not the cheapest.

9.
Some Government users of research are concerned that if HEIs are consistently more expensive than commercial researchers then they will tend not to be selected and that this will eventually lead to a loss of research capacity.  If a Government department considers it strategically important to maintain a certain capacity in its field specifically in HEIs then there is nothing to stop it using some of its funds for longer-term partnerships or other support mechanisms – but in future it will be less likely that HEIs will choose to enter into these at a loss, as this might be at the expense of research which is properly funded or which they consider to be more important.

10.
The Government (and other funders, through the UK Research Base Funders’ Forum
) will keep the health of the research base and of particular disciplines under review and take action if necessary.

11.
Some HEIs are concerned that other HEIs will spin out research groups into independent institutes which have lower overheads and will therefore be able to out-bid remaining HEI-based researchers.  It is for Vice-Chancellors to manage their HEI as they see fit, taking account of the requirement to recover the full costs of their activities.  If they choose to allow spin-outs (which, presumably, would increase average indirect costs for the remaining units, if the spin-out was previously making a contribution to institutional costs) that is a matter for them.  It is no different from the case of one HEI placing greater strategic importance on a research field or sponsor than others and so using block grants or other income to subsidise prices.  (Of course such spin-outs are likely to be subject to fluctuations in the market and may therefore expect closer financial monitoring of their work; this may make spinning out less attractive to certain research groups.)

12.
A number of HEIs have suggested that not all programme managers within Government are aware of the clear policy in this area.  As stated by the Chief Scientific Adviser
, reinforcing a letter from HM Treasury
, it is extremely important that those commissioning research in Government apply a Government policy which is essential to ensure the sustainability of our research base.

OST,

November 2004
� http://www.hm-treasury.gov.uk/spending_review/spend_sr04/associated_documents/spending_sr04_science.cfm


� http://www.ost.gov.uk/research/dualsupport.htm


� Government Departments can ask HEIs for a list of their estates charges and indirect cost rates per FTE, but should not ask to see the detailed calculations or breakdown which lead to these rates, as HEI accounts are subject to independent audit.


� The qualification ‘taking one year with another’ reflects the fact that HEIs are not successful in all their bids for projects and their success rate may vary from year to year.  Therefore requiring them to balance their books each year is inappropriate.  But if they under-recover one year, they will be expected to take action the following year.


� Cost-based projects should be costed using the TRAC methodology and priced according to the policy in Investing in Innovation, July 2002, repeated with detailed guidelines in The Sustainability of University Research, May 2003 (a revised version of which is available from the OST website - http://www.ost.gov.uk/research/dualsupport.htm) which, in summary, suggest that cost-based research not in the public scientific good should be charged at 100% of fEC, even if the funder is an OGD (excluding the NHS).


� http://www.ost.gov.uk/fundersforum/


� Letter from Sir David King to Sir Andrew Turnbull, Cabinet Secretary, 4 May 2004.


� From Daniel Storey to Chris Henshall, 13 February 2004, reprinted in the TRAC manual Vol III, February 2004.





1/3

