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Introduction
1. This report recapitulates It’s All About Affordability!
, the report of the FE Capital Task Group into the future of capital funding in the sector. The group published its report in late September 2009.
Background

2. The history of the FE capital funding crisis has been recounted several times – by Lord Foster, by the House of Commons Public Accounts Committee, and by the LSIS Policy Team (for a Brief Guide to the Foster Report, including a description of how the capital funding problems came to pass
.
3. The Foster Report recommended that a ‘panel of college principals’ confer with the LSC and DIUS (as it then was) to determine how capital funding should be prioritised in future. The LSC indicated this panel had been created by April 2009
, and that it met in April and June but it is not clear who is on it or what they have reported. It does contain ‘representatives from every region as well as from the Sixth Form Colleges’ Forum, the 157 Group and the National Association of Specialist Colleges’. This panel is chaired by an LSC representative.
4. The Task Group is a separate body, ‘set up to be a short term action group to look at the Further Education (FE) capital situation, attempt to clarify the position for colleges and consider msome of the options for the sector’ (About Affordability, p. 2). It comprises 24 FE leaders, either principals, governors, finance directors or capital project directors, from 21 colleges, under the chairmanship of Mark Dawe, principal of Oaklands College in Hertfordshire (for a full list of members, see page 29 of the report). The group was convened under the auspices of the Association of Colleges (AoC), which provided administrative support, and received funding from the LSC.
5. The Task Group was formed in July 2009, and as of the time of publication, ‘it has only met three times and has only been operational for two months including the summer’. However, it ‘felt it was important to publish a report as soon as possible’, even though this meant it was unable ‘to full research all details’ or completely suss out every possible scenario. 
6. The Task Group met with a wide range of stakeholders, including DIUS, DCSF, the AoC, Becta, the LSC, banks, developers and contractors. 
The funding picture

7. In December 2008, the LSC estimated that 45 percent of the sector still required capital investment for modernisation. This would cost between £8 billion and £16 billion. There were some 69 projects which had received ‘approval in principle’ (which is not final approval, as Foster noted), which would require at least £2.2 billion. On average, these 69 projects had an average cost of £45 million, and were receiving grant funding equal to 75 percent of total costs (p. 9).
8. ‘If we assumed that to rebuild the sector something in the region of £8bn would be required (the lower end of the scale presented to the LSC Council), on a repayment profile of roughly 8 percent (this is explained under affordability later) this would cost the sector £640m per annum. Even at half this amount, i.e. £4bn, there would still be a need for an annual commitment of £320m’ (p. 9).
9. It’s All About Affordability! tries to assess how much of this could be financed by private borrowing on behalf of the colleges. It arrives at several estimates, which indicate that an individual college could hope to borrow between £7.8 million and perhaps £11.5 million. PWC’s [Pricewaterhousecoopers, the auditors] work suggests, using 2007/8 accounts the average borrowing might be around £10m per college’ (p. 14). This comes to between 18 and perhaps 25.5 percent of the total cost of an average capital project.
Sector banking product
10. One possible means of obtaining more private funding is via a ‘sector banking product’. This would be ‘a form of offset account whereby a college or colleges deposits are offset against borrowing’ (p. 15). Basically, ‘the approach enables the bank to offset deposits against borrowing. While maintaining the flexibility for individual colleges a rebate can be provided on, say, a quarterly basis depending on the level of deposit against borrowing. If this model is kept totally flexible, the rebate may be in the region of 0.5 percent’ (p. 16). 
11. Representatives of the sector have developed a proposal for such an account in conjunction with Barclays, and the banking group ‘have committed to roll out this proposition and will be sending details to the colleges in the near future’ (p. 16). The task group has also spoken to other banks about similar accounts, and meetings with other banks, and ‘have suggested that the main lenders to the sector meet to discuss whether this approach is best as a group of banks or one individual bank (without losing site of the need to maintain competitive rates throughout)’ (p. 16). 
Recommendations

BIS, DCSF and local government
12. In relation to the two education departments, the task group counsels that they should clarify who has responsibility for what capital spending in the light of the machinery of government changes, especially as sixth forms are being moved into the local government sector. ‘Clarity and agreement is required between the Departments going forward as to what capital funds are intended for and how they will be allocated for non sixth form colleges’, the report says.  ‘The Departments may believe there is clarity, but that certainly isn’t the impression we get from talking to many people working outside the departments’ (p. 20). 
13. With regard to local councils, the task group’s main issue is that councils are not always supportive of FE construction initiatives. ‘In some cases the Local Authorities are bending over backwards to assist the college in achieving its ambition, in particular through the planning process. In other examples colleges are expected to provide significant contributions equivalent to planning gain for a commercial development’ (p. 19). The task group does not feel it is appropriate for colleges to have to pay to such gains, such as new education places, and has raised these objections with the Local Government Association (LGA). 
Inequities between college, school and HE capital programmes

14. The report claims that FE colleges often labour under more stringent and expensive requirements for their capital programmes than schools do. For example, ‘there is an expectation that a proportion of college revenue funding is used for capital support (e.g. loan finance) whereas schools are not expected to use their revenue funding for this’ (p. 20).  The report notes that this differential treatment will become more glaring as the machinery of government changes are implemented. 
15. FE colleges cannot claim back the VAT incurred in their capital building programmes, an anomalous situation not prevalent in other parts of the education sector. Saying that ‘this issue might as well be dealt with up front in the report’, the paper offers two choices ‘change the VAT status of FE Colleges, or if that is too complicated, create a VAT equalisation grant’. The report notes that the latter solution, an equalisation grant, has been used before in FE capital funding, and ‘if such a grant allows projects to move ahead and VAT is collected and then reimbursed, it would have a zero impact on Treasury net revenue’, and would at least partially fill the funding gap (p. 10). 
16. In a July 2009 letter to Lord Peter Mandelson, the business and skills secretary, which is attached to the report as an appendix, Mr. Dawe said that a VAT grant would be ‘the real quick win’ and ‘easily implemented’, adding that it is ‘something that has been done previously for FE PFI projects’ (p. 36).
17. The report also asks why the Higher Education Funding Council for England (HEFCE) does not provide more support for capital programmes in colleges which are significant HE providers.
The threat of a multi-tier system

18. ‘There is a genuine concern about the capital funding issue creating a multi-tiered FE system’.  Those colleges that have secured funding for new facilities have obvious advantages in recruiting and supporting new learners. Those that have not yet upgraded may have to borrow on the private market more heavily than colleges that have already received funding and ‘will be hit with the full substantial depreciation charge and debt servicing / interest costs’. Some will choose not to go forward with new buildings or renovations, ‘but those that don’t invest will not only have the attraction retention and success issues, but in general higher maintenance and repair costs – often significant – along with inflexible space that leads to even greater running costs’ (p. 18). 
19. ‘There will be an array of college positions depending at what point colleges have developed (supported loans, 35 percent grant, full grant, no grant etc) – this will lead to disparity not only in accounting treatments and therefore comparisons of financial health, but also the amount of resource available to invest in students and possible quality assessments’. The report advises that any reformed capital funding system provide for the fact that colleges will have different and often unique financial and commercial situations, noting that ‘two colleges may be managed and operated equally effectively but the bottom line in their accounts will look very different’ (p. 18).
LSC and SFA procedure

20. It’s All About Affordability! acknowledges that the LSC’s existing capital programme, despite being widely criticised for its ‘first come first served’ approach, was considered a ‘robust analysis’ by banks. It also argues that the LSC did not ignore the educational and institutional needs of colleges and learners, stating that ‘every college had to provide an extensive and robust education case - it would seem that the prioritisation of these education cases is what is being challenged’ (p. 18). 
21. The task group recommends several changes to the capital programme procedures at the funding councils. Firstly, they advise that the LSC (or SFA) consider a new borrowing cap, as ‘40 percent of turnover is not an appropriate measure and it is recommended that a cost of debt servicing approach is taken’ (p. 22). The task group also recommends redrafting the capital handbook and tender process, and making the initial process for gaining capital funding approval ‘cheaper’, as many colleges incurred significant costs preparing for programmes which had been ‘approved in principle’, but which turned out not to have final approval. ‘The early stages of the approval need to be ‘cheaper’ and any investment after this date (if relying on further approvals) will need appropriate funding. Without this colleges are unlikely to be willing to risk further significant investment given their recent experience’ (p. 22). They also argue colleges and their governors will be more cautious in their approach to capital improvement – ‘not ideal if colleges are being asked to increase the amount they borrow commercially with little or no government support’ (p. 23). 
22. The report also advises colleges to abandon a type of environmental assessment called BREEAM (the BRE Environmental Assessment Method), arguing that ‘if investments end up being small refurbishments or new blocks, rather than complete colleges, BREEAM is unlikely to be a primary factor in the assessment of a project’ (p. 22). The report recommends the LSC (or SFA) re-examine some aspects of its construction requirements: ‘There may be other models of design that provide better space utilisation, space per learner might be able to be reduced in some aspects of a building and the cost per square meter measure may be too rigid’ (p. 23). Greater use of technology is also advised. 
Supported borrowing
23. FE is a vital bulwark of social cohesion and economic vitality, and a key component of any anti-recession strategy. It is worthy of strong investment from the Government. However, ‘from all discussions with Departments and other representatives, the likelihood of capital grant investment in the sector appears slim’, the task group concludes (p. 21). 
24. If capital funding does become scarce, the task group suggests that the Government consider adopting a system of ‘supported borrowing’. This is ‘an approach where the Government or its agencies support a proportion of the payments colleges are making to borrow’. The task group argues this is not very different from extending credit to a private finance initiative, a system commonly used in schools construction (p. 21).
25. If we take the estimate that the sector still needs about £8 billion in capital spending to be fully modernised, and were the sector to raise £1 billion in capital funding on its own, then the FE capital programme would need an estimated £560 million pa in funding (‘although it would be staggered initially’). If the sector scaled back its programme to £4 billion, and still raised £1 billion, ‘the remaining £3bn would require an annual supported borrowing commitment of £240m’. The report asserts that, ‘Even with cuts in capital money this amount starts to be in the realms of possibility – however requires a robust case to be presented to the Treasury and needs a long term commitment to support’. However, anything less than £240 million a year would not meet the sector’s construction and renovation needs (p. 21).
26. ‘A supported borrowing approach combines the willingness to invest by the private sector, at competitive rates, with government assisting with affordability, while expecting colleges to invest their own resources as well. During a time of capital rationing this solution would appear to be something that should be pursued’ (p. 21).
Cutting costs

27. The task group accepts (indeed, it proclaims it in the title) that capital programme costs will have to be reduced. The report touches on several ways costs might be lowered. These include: 

·  Adopting simpler architectural plans: ‘for example, the space will be maximised if the design has no intricate wall designs, 90-degree angles in corners, supports maximum use of space’;
· Adopting more realistic expectations – for example, for those colleges that do go forward with the BREEAM evaluation (see paragraph 22), it may be cheaper to aim for a ‘very good’ rating rather than an ‘excellent’, and ;
· Drafting ‘a guide as to key areas of cost and project development that needs to be considered by a college’ (p. 17).
28. The task group estimates that such measures could reduce capital costs by between 5 and 30 percent (p. 17).

29. The group also notes that ‘proposals around IT solutions and new ways of delivery might start to challenge the perceived space needs of a college – it may suggest the need for a more flexible approach – while space per student may need to be less, initial investment in technology etc might need to be higher thus no initial saving but significant ongoing benefit’ (p. 16).
30. The appendices to the report include a series of spreadsheets providing more concrete financial estimates 
Preparing for the next Comprehensive Spending Review

31. In the spring of 2010, the Government will prepare its next Comprehensive Spending Review (CSR), which will cover public spending from 2011 to 2014. The current Labour Government plans to begin making public spending cuts at this point (the Conservatives would begin even earlier). Thus, each part of the public sector will have to make a strong case to the Treasury to preserve as much funding as possible, and it means that even a sharply reduced FE capital plan will require a strong argument behind it to proceed.
32. This makes it ‘critical’ that the FE sector develop a strong submission for the Treasury, ‘and the LSC and AoC must work closely with the Departments [DCSF and BIS] to ensure the best case is put forward’. The task group specifically cites an LSC-commissioned report, Further Economics, which set out an economic case for expanding the FE college sector. ‘This should be updated given the number of new colleges now operational’. The report also notes that ‘many colleges have also done a lot of work on their economic and social impact – this needs drawing together to show the impact of FE nationally’ (p. 5). 
Implications

33. The FE Capital Task Group is a semi-official body – it was organised from and for the sector, but funded by the LSC. As such, its report is not a Government report per se, and neither the Government education departments nor the LSC is obliged to implement its suggestions. 
34. However, it is likely to be influential. The panel is composed of senior leaders in the FE sector, the same senior leaders Foster recommended that the sector recruit to prioritise the remaining FE capital projects, and the people with the greatest practical knowledge of FE budgeting. Also, with the LSC discredited by its poor management of the capital programme (and by reports of similar problems in Train to Gain), outside advice is likely to carry more weight.
35. Also, commissioning advice from front-line service providers fits in with the Government’s strategy for public service reform, as detailed in the National School of Government paper Engagement and Aspiration, which calls for front-line personnel to play a greater role in policy formation and implementation. The task group is also a good example of the sort of work a more autonomous and self-regulating sector would undertake, and this also corresponds to Government plans to develop a more autonomous, self-governing FE and skills sector.
36. As to the specific recommendations, their success or failure probably depends on the availability of Government funding. However sensible or fair a VAT rebate or supported borrowing may be, the Government can only support such measures if the Treasury is minded to afford them, and it is unclear whether that is the case at the present time. 

37. In any case, FE and skills leaders will almost certainly face a future of very restricted capital funding, at the same time as some revenue sources may also be under threat (for example, Train to Gain), and there are pressures to recruit beyond funded numbers. This condition is likely to prevail for several years, and therefore, as the report makes clear, capital ambitions will have to be scaled back. Colleges are likely to plan to build a new teaching block, rather than refurbish or rebuild their entire campus. 

38. College leaders may consider focusing on ‘defensive capital projects’, developments which will, after costs, generate revenue for the college. They might also consider new sources of funding, like the National Lottery.
39. As the report itself notes (paragraph 31-32), the task group’s financial proposals also depend on the FE system’s ability to argue for them before the Treasury at the next Comprehensive Spending Review (CSR). This may be true regardless of who wins the next elections – the Conservatives are planning to set up a Cabinet committee to determine where budget cuts should be made, and individual departments and agencies will be required to justify their current expenditures before this committee.

Implications for LSIS development and support services
40. The legacies from the capital crisis and the current limitations on capital funding compound other financial difficulties in the sector which are liable to become more severe as public sector funding is cut. For LSIS as the sector’s improvement and leadership body, the development of programmes to support financial capability will be vital. 

41. In addition, the suggestion in the report that local authority support will be crucial for colleges to weather the new capital funding situation highlights the importance of college leadership developing effective strategic relationships in their locality. LSIS is commissioning research to learn from and develop examples for effective leadership and strategic partnering in the locality. 
Please let me or Caroline know if you have any thoughts around these or other points raised in this brief guide. 
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