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To provide an evidence paper for the Finance Committee on the implications of the Further and
Higher Education (Governance and Information) Bill, including accountancy rules, the ONS
classification process, Welsh Government budgets and financial issues arising.

Accountancy rules

2.

The UK National Accounts are produced under internationally agreed guidance and rules set out
principally in the European System of Accounts 1995 (ESA 95), and the accompanying Manual
on Government Deficit and Debt (MGDD).

These rules apply to all countries in the European Union, and the UK is legally required to
produce the Nationd Accounts on an ESA '95 basis.

In the UK the Office for National Statistics (ONS) is responsible for the application and
interpretation of these rules.

The UK Government has chosen to base its departmental budgeting rules and fiscal statistics on
National Accounts principles. As a consequence, ONS decisions on how organisations are
treated in the National Accounts for budgeting purposes also inform the public sector boundary
used in the production of Whole of Government Accounts (WGA).

Classification decisions also feed into a wide range of ONS economic statistics - the National
Accounts themselves, public sector employment, etc.

If an organisation is classified as being part of the National Accounts then all of its transactions
are included in the relevant Government department budgets.

ONS Classification

8.

Under ESA 95, all institutional units operating within an economy are classified by ONS to one of
six sectors. The sectors are:

* General Government

¢ Non-Financial Comporations

e Financial Comorations

e Households

* Non-Profit Institutions Serving Households (NPISH); and
e Rest of the World

The “Public Sector” includes all units within General Government, as well as bodies classified as
public non-financial corporations (for example, Royal Mail plc) or public financial corporations



(such as the Bank of England or the Royal Bank of Scotland). NPISH, which is often known as
the third sector, is included in the private sector.

10. Classification decisions for National Accounts purposes are taken by the National Accounts
Classification Committee within ONS.

11. Further Education Institutions when established in 1993 were classified as Non - Profit
Institutions Serving Households (NPISH). The ONS reclassified them in 2010 (dating back to
incorporation) as General Government and therefore within the public sector.

12.The ONS, in determining the classification of bodies for the purposes of national accounts looks
at various indicators of control, and the decision by the ONS to reclassify FEIs in Wales was the
result of various statutory controls that Welsh Ministers exercise over FEls in Wales. The
indicators for any type of organisations are :

* Ability to determine aspects of how the body delivers its outputs
 Ability to have a final say in sale/ acquisition of fixed assets

* Be entitled to a share of proceeds of asset disposals that goes beyond the repayment of
previous government support for capital formation

* Ability to close the body

* Ability to prevent the body from ending its relationship with the public sector

e Ability to veto any takeover

* Abilityto change the constitution of the body, or veto changes to it

* Ability to decide what sort of financial transactions the body can undertake, or limit them
* Ability to prevent the body from receiving certain types of income from other resources
* Ability to exert numerous minor controls over how the body is run

* Ability to exert financial control (NB. this is different from funding) as part of a general system
of controlling public expenditure

* Ability to control dividend policy
* Ability to set pay rates
* Ability to (for non regulatory reasons) approve acquisitions

Background on Further Education Institutions in Wales

13. There are currently 18 further education institutions in Wales (excluding Merthyr Tydfil College
which is part of the University of South Wales) with a total income in 2011/12 of £467m. Of this,
the recurrent grant from the Welsh Government was £293m and other Welsh Government grants
and contracts were £75m.

14.There are a number of mergers planned for completion over the next few months, which while
reducing the number of institutions will not diminish the overall size of the sector.

Impact on Welsh Government budgets if the ONS classification is reversed

15.1f the ONS classification is reversed and Further Education Institutions in Wales are returned to
the NPISH category for National Accounts purposes then there will be no additional impact on
Welsh Government budgets. The Welsh Govemment will continue to account for revenue grant
funding given to FEls from near cash budgets and capital grants from capital budgets, as they do
NOW.

Impact on Further Education Institutions if the ONS classification is reversed



16. There will be no additional impact on colleges from a financial perspective if the classification is
reversed.

17. There will be a change to some of the conditions of the financial memorandum; the approvals
that need to be sought from Welsh Government for borrowing and sale of assets will be
removed.

18. FEls will still have to show to lenders that they can afford repayments of any loans. They will
also still need the approval of the Governing Body for loans or for the sale of assets and the use
of those funds.

19. The level of monitoring of financial health of FEIs by DfES will not change. The forecasts and
returns that FEIs provide include analysis of loans that are planned and any sale of assets.
Guidance is also currently given on the level of gearing that is acceptable for the sector. This
guidance will continue.

Impact on Welsh Government budgets if the ONS classification is not reversed

20.If the ONS classification is not reversed, all income and expenditure in FEIs in Wales will have to
be accounted for from within Welsh Government budgets, rather than just Welsh Government
funding given to the sector. This will impact all categories of budgets.

Capital budgets

21.The total capital spend by a FEI in any year would count against DfES’ capital budget, not just
the capital grant that we give them as is currently the case. This includes any cash reserves that
they spend on an asset or any loans that they take out to fund an asset.

22.1tis unlikely that the WG could negotiate with Treasury an uplift to the capital budget in the long
term due to the current Treasury attitude to public sector borrowing and pressures on budgets.

23. Any repayments of borrowing in a year or any grant income from other organisations would be
counted as income and net off this figure. Grants from elsewhere are minimal and loan
repayments in any year are small compared to the loans taken out as they are spread over 15 -
25 years.

24.1n effect the budgeting treatment is the same as DfES giving a 100% grant, which at present is
usually 50%. This means that the capital budget available to schools and FEls would be
reduced.

25. The table below shows the loans and use of cash reserves in the sector over the last five years.

Year 1112 | 1011 | 09/10 | 08/09 | 07/08
£'000 | £°000 | £'000 | £000 |£000
Loan 6,680 |3671 |3484 |1504 |3.335
Cash reserves 21,836 | 15,868 | 13,783 | 12,665 | 16,747
Total impact on DfES capital budget | 28,516 | 19,539 | 17,277 | 14,169 | 20,082

26.0On average there would be a reduction of £20m available from the DfES capital budget, which is
between 10-13%.

Non cash budgets

27. Any depreciation of assets of FE sector assets would count against Welsh Government non cash
budgets; this is circa £22m per year. This extra requirement would need to be met from within
the DfES budget in the first instance, before looking at the wider WG budget. The WG could
apply to Treasury for an increase in the non cash budget, however there is no guarantee that
this would be given.

Annually managed expenditure budgets



28. Any movement in the Local Government Pension Scheme (LGPS, for non teaching staff) deficits
year on would count against Annually Managed Expenditure Budgets. Movements in pension
scheme deficits are extremely difficult to forecast as they are calculated by actuaries at the end
of each year, based on assumptions including life expectancy, inflation and market conditions.
The charge for 2011/12 was £3.6m, but for 2009/10 £8.0m.

29. Again this would need to be met from within the DfES budget in the first instance, before looking
at the wider WG budget. The WG could apply to Treasury for an increase in the annually
managed expenditure budget, with no guarantee that this would be given.

30. The Teachers Pension Scheme (TPS) assets and liabilities are not separately identifiable by
institutions therefore the deficit within this scheme cannot be accounted for in the same way as
the LGPS.

Near cash budgets

31.0n average, 21% of FEl income comes from sources other than the Welsh Government,
including for example, student fees, ESF and commercial enterprises such as nurseries and
training restaurants.

32.When taken into the Welsh Government budgets, this FEI income would be included as Welsh
Government income. Conversely, the total expenditure of an institution would also need to be
included. Any of this income and expenditure not covered in other budget lines noted above
would fall to near cash.

33. The FEI results would need to be managed within the DfES budgets.

34. This means:

a. Any surpluses generated by FEls would lead to under spends in the DfES budget and would
need to be managed within the overall position;

b. Any deficits generated by FEIs would lead to over spends in the DfES budget;

c. It would be difficult for FEls to retain any surpluses to build reserves to fund future large
revenue or capital projects as this would cause significant swings in expenditure to be
managed against DfES budgets year on year. DfES cannot carry forward any surpluses to
match an increase in expenditure in any one year.

35. The sector has made surpluses/deficits in the last five years that would count against DfES near
cash, non cash, annually managed expenditure or capital budgets as follows:

1112 | 10/11 | 09/10 | 08/09 | 07/08

£'000 | £000 [ £'000 | £000 | £'000

Surplus / (Deficit) 5,128 | 9,576 | 8,992 | (1,080) | 1,602

Year

36.Given the budget cuts received so far from the UK Government, together with further cuts
expected from the spending review on the 26 June it is expected that these surpluses will reduce
significantly in the future.

DRC budgets

37.There would be additional impacts for the Welsh Government in terms of assessing the
budgetary impacts in-year, reviewing consolidation packs (see paragraph 43 below) that would
be submitted by FEIs and completing the actual consolidation.. This would need an increase in
staff time in the DfES and central finance teams.

Impact on Further Education Institutions if the ONS classification is not reversed

38. The FE sector would lose on average £20m of capital funding a year as the full cost of capital
spend would be counted against DfES budget rather than the 50% grant contribution to projects



39.

40.

41.

42,

43.

44.

45.

that is currently made. As noted in paragraph 22 above an increase in the budget is very
unlikely.

This would significantly impact the facilities available for learners, for example current projects
and the total estimated costs include :

* Cardiff and Vale College - New FE Cardiff City Centre Campus, £40m
e Coleg Ceredigion - Transformation technology centre, £3.3m

e Coleg Llandrillo - University centre at Rhos on Sea, £4.9m

* Coleg Llandrillo - Dolgellau Skills centre phase 1 & 2, £4.5m

* Yale and Deeside College - rebuild of Block B Bersham Road, £12m

Currently the sector benefits from its own good financial management, it can build up surpluses
via reserves to fund investment projects for provision and estates which subsequently enhances
the learner experience and quality of provision.

The sector on average has 79% of funding from the Welsh Government, including the work
based learning contracts. They generate the other 21% from other sources as a way of
increasing income diversity and widening the student experience. For example attracting
international students, providing training provision for businesses, running commercial training
enterprises in areas such as hairdressing or travel. This also enables the sector to supplement
surpluses from good financial management of Welsh Government funding and increase the
amount available to reinvest into learning provision.

If colleges are not able to use the surpluses they build up the incentive to diversify income
streams and continually improve financial management will be gone. Any surpluses made would
have to be spent in the year that they were made, which may mean that the funds are not put to
best use or used in the most efficient way.

If FEI are classified as General Government FEls would need to complete a consolidation pack,
known as a 'C-pack’ to be submitted to the Welsh Government. A comprehensive form that
captures the financial information of an organisation for the year to 31 March and enables any
transactions between bodies in the consolidation to be identified and eliminated.

The year end for the sector is the 31 July, this may need to be changed to the 31 March. If it
was not there would be a significant amount of work for FEls to complete the C-pack.

The C-pack would need to be prepared under International Financial Reporting Standards
(IFRS) until 2015/16, whilst the annual accounts would be prepared under UK Generally
Accepted Accounting Principles (accounting standards), as the Further and Higher Education
Statement of Recommended Practice (SORP) Board has stated that early adoption of IFRS is
not an option as the new revised SORP, based on IFRS does not come into force until 2015/16.

46. The C-pack would need to be audited which would carry an additional cost.

47.

It is estimated that the minimum completion and audit of the C-pack would cost the sector about
£53k per year. Ifthe year end date was not changed this could be significantly more.



