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•	appoint auditors to Scotland’s central government and NHS bodies
•	examine how public bodies spend public money
•	help them to manage their finances to the highest standards 
•	check whether they achieve value for money. 

The Auditor General is independent and reports to the Scottish Parliament on the performance of:
•	directorates of the Scottish Government  
•	government agencies, eg the Scottish Prison Service, Historic Scotland 
•	NHS bodies
•	further education colleges 
•	Scottish Water 
•	NDPBs and others, eg Scottish Police Authority, Scottish Fire and Rescue Service.

You can find out more about the work of the Auditor General on our website: www.audit-scotland.gov.uk/about/ags 

Audit Scotland is a statutory body set up in April 2000 under the Public Finance and Accountability (Scotland) Act 2000. We help the Auditor General for Scotland and the Accounts Commission check that organisations spending public money use it properly, efficiently and effectively.





Key facts
19: Number of universities
232,570: Number of students in 2014/15
£1.1 billion: Total Scottish Funding Council funding allocated to universities in 2014/15
£623 million: Approximate Scottish Government funding for university student support in 2014/15
£11,281: Average loan debt of a Scottish student in 2014/15
£3.5 billion: Total income of the university sector in 2014/15

Summary
higher education plays an important role in Scotland’s development, but there are significant challenges ahead

Key messages
1.	The Scottish higher education sector is successful and internationally renowned. Universities play an important role in Scotland’s development, both economically and socially. The Scottish Government provided over £1.1 billion funding for universities in 2014/15, and approximately £623 million funding for individual university students to help achieve national strategic objectives, such as making Scotland wealthier and fairer, and smarter. Overall Scottish Funding Council funding to universities has reduced by four per cent in real terms since 2010/11. In contrast, Scottish Government funding for university student support increased by approximately 37 per cent in real terms over the same period. The Scottish Government has set out a number of policy ambitions in relation to higher education. These include supporting world-class research and improving innovation, and widening access to university for students from deprived backgrounds. 
2.	The Scottish Funding Council (SFC) needs to do more to ensure that the funding it receives from the Scottish Government makes the maximum contribution to achieving the Scottish Government’s higher education policy ambitions. The current funding approaches to research, teaching, and widening access make achieving policy ambitions challenging. The SFC needs to review its strategies for key areas, such as research and innovation, to ensure funding is used to best effect.
3.	Overall, the Scottish higher education sector was in good financial health in 2014/15. Universities as a whole had income of £3.5 billion, and generated a surplus of £146 million. The strong overall financial position masks underlying risks within the sector. Surpluses and reserves are concentrated in a small number of universities and some are heavily reliant on Scottish Government funding at a time when it is reducing. Universities need to continue generating surpluses and reserves and making efficiency savings to fund capital costs and subsidise some of their activities. They are placing increasing reliance on generating income from fee-paying students from the rest of the UK and outside the European Union (EU).
4.	In 2014/15, there were 232,570 students studying at Scottish universities, 66 per cent of whom were Scottish. Overall student numbers have increased by five per cent over the last ten years and the student population is becoming increasingly international. It has become more difficult in recent years for Scottish and EU students to gain a place at a Scottish university as applications have increased at a greater rate than increases in the number of places that the SFC funds for Scottish and EU students.
5.	The sector faces a number of significant challenges from increasing costs, potential further reductions in Scottish Government funding, and risks to their ability to continue to increase income from other sources, particularly fee-paying students from the rest of the UK and non-EU countries. The Scottish Government, SFC and universities need to work together to plan for, and address, these challenges. Continuing pressure on Scottish Government finances in future years means it needs to ensure its approach to funding higher education is sustainable if its policy priorities are to be delivered.
Recommendations
The Scottish Government should:
ensure future decisions on levels of funding for higher education, and the areas funded, fully support its longer-term higher education policy ambitions. It should ensure that it is clear about its policy priorities where budgets remain under pressure
progress work on implementing the recommendations of the Commission on Widening Access.
The Scottish Government and SFC should:
ensure they have a shared understanding of the impact of policy and funding decisions, taken by both the SFC and Scottish Government, on the SFC’s ability to maximise its contribution to achieving the Scottish Government’s higher education policy ambitions
undertake and publish research on trends in applications, offer rates and acceptances for Scottish university places to assess what impact the limits on funded places are having on access to the university system for Scottish and EU students. They should consider the implications of this research for existing policy ambitions and funding approaches.
The SFC should:
ensure it has strategies for research and innovation that:
	set out clearly:
	– what the SFC’s aims and objectives are for these areas
	– how it plans to achieve its aims and objectives
	– how performance will be measured
	– align with the outcomes and activities in the SFC’s new strategic plan and Scotland’s Economic Strategy
	
finalise its long-term capital investment strategy
ensure decisions on funding and activities in key areas, such as research, innovation, and teaching, fully align with, and support, achieving the Scottish Government's policy ambitions
finalise its performance management framework to enable it to assess and report publicly on its progress in implementing its strategic plan
regularly assess and clearly report on the performance of the higher education sector, including its financial health
review the outcome agreement process, with universities and the Scottish Government, to ensure that:
	– it is fully aligned with the SFC’s new strategic plan
	– outcome agreements provide sufficient assurance that public funding is contributing effectively to delivering national objectives
–	individual universities’ performance against targets is presented in a transparent and consistent way in the outcome agreements.
	
The Scottish Government, SFC and universities should:
progress plans to develop a long-term framework, as set out in the Scottish Government’s 2015 Draft Budget document, for the Scottish Government and the higher education sector to work together to maximise the benefits of higher education for Scotland
progress work to develop an agreed approach to achieving the national targets for widening access.
The Scottish Government and Student Awards Agency Scotland (SAAS) should:
·	analyse existing student bursary and loan data to identify the impact of current student finance policies on different groups of students, such as those from deprived backgrounds or part-time students.
Universities should:
·	work individually, across the sector, and with partners, to:
	– further develop efficient ways of delivering high-quality teaching, research, and innovation. This includes looking at different ways of working, such as increased collaboration, joint provision, and the use of new technologies
	– identify further opportunities to diversify, and maximise, income streams as part of ensuring their longer-term financial sustainability.

Background
1.	Higher education delivers a wide range of benefits to individuals and society. It contributes to economic growth through higher employment rates, tax revenues and greater productivity and innovation. Wider, non-market benefits include greater social cohesion, higher earnings, longer life expectancy, and improved health and wellbeing for individuals.1   
2.	Higher education is the common term that describes study up to undergraduate or postgraduate-degree level. Scottish universities and colleges both provide higher education. A Scottish honours degree is typically a four-year course. In 2014/15, there were 232,570 students studying at 19 universities in Scotland, two-thirds of whom had a home address in Scotland. In 2014/15, there were 46,012 students studying higher education courses in further education colleges in Scotland. 
3.	A university holds a title granted by the Privy Council that allows the body to award degrees. There are 17 universities in Scotland and two higher education institutions whose degrees are conferred by other universities. In this report, we use the terms ‘universities’ and ‘HE sector’ to refer to all 19 institutions. Universities in Scotland are charitable bodies, not public bodies; they receive public funds, but they are autonomous. They are independent of the Scottish Government, although they are subject to a range of regulation and accountable to a number of bodies for specific aspects of their activity. 
4.	Significant amounts of public money are spent on higher education in Scotland, both in the form of direct funding to universities, and in financial support to individual students. The Scottish Government provided £1.1 billion to universities in 2014/15, and approximately £623 million for university student finance support, ie loans and grants for students and tuition fees.2 Higher education plays an important part in Scotland’s development, both socially and economically. However, challenges lie ahead if the sector is to continue to grow and remain internationally competitive. These will need to be addressed together by universities, the Scottish Government, and the SFC.
About the audit
5.	The Auditor General for Scotland has had powers since 2010 to perform value for money audits in bodies funded by the former ‘higher education funding body for Scotland’. We reported on estate management in higher education in 2007, and this is the first time we have audited broader issues.3 Universities are responsible for appointing their own external auditors, unlike Scottish public bodies, whose external auditors are appointed by the Auditor General for Scotland and the Accounts Commission.
6.	Our audit assessed how higher education is funded and delivered in Scotland, how it contributes to national strategic objectives, and how well equipped the sector is to deal with future financial challenges. The audit focused on higher education provision in the university sector as a whole. We did not look at the appropriateness or effectiveness of individual universities’ overall governance arrangements or the arrangements and funding for delivering higher education in further education colleges. We are currently undertaking a separate audit of the college sector in Scotland and this is due for publication in autumn 2016.
7.	We use four groupings in the report when discussing trends within the sector:
•	the ‘Ancient’ universities – Aberdeen, Edinburgh, Glasgow, St Andrews
•	the ‘Chartered’ (1960s) universities – Dundee, Heriot-Watt, Stirling, Strathclyde
•	the ‘Modern’ universities – Abertay, Edinburgh Napier, Glasgow Caledonian, Highlands and Islands, Queen Margaret, Robert Gordon, West of Scotland
•	the Small Specialist Institutions (the ‘SSIs’) and Other – Glasgow School of Art, Royal Conservatoire of Scotland, Scotland’s Rural College, the Open University in Scotland.
8.	In the report, we use the term Scottish students to refer to Scottish-domiciled students, ie students whose home address is in Scotland and who are ordinarily resident in Scotland; EU students to refer to students whose home address is in the EU but not in the UK; RUK students for students whose home address is in the UK but outside Scotland; and non-EU students for students whose home address is outside the EU.
9.	This report has five parts:
•	Part 1 The university higher education system in Scotland
•	Part 2 The role of Scottish Government in higher education
•	Part 3 University sector finances
•	Part 4 Being a student in Scotland
•	Part 5 Looking forward.
10.	Appendix 1 lists all universities in Scotland along with their profile. 
Appendix 2 lists members of our project advisory group who provided
support and advice throughout the audit. Appendix 3 provides details of our
audit methodology.

Part 1
The university higher education system in Scotland
Scottish higher education is a global business involving bodies from across the UK and rest of the world
Key messages
1.	Scotland has more world-class universities per head of population than any other country in the world except Luxembourg. The Scottish higher education sector is internationally renowned and Scottish universities deliver education not just in Scotland, but across the world. It is a diverse sector with 19 universities differing widely in size, age, student profile, and the subjects that they specialise in. 
2.	Higher education is a complex sector, with many sources and types of funding and accountability arrangements. Universities are autonomous bodies but they are affected by policy decisions, changes in the economy, and other developments, in Scotland, the rest of the UK and across the world. 
Scotland’s universities are diverse and internationally renowned
11.	In 2014/15, there were 19 universities in Scotland teaching 232,570 students. These universities vary widely in size, age, subjects that they specialise in, and student profile. There are 14 campus-based universities, one distance-learning university, an educational partnership institution based in the Highlands and Islands, one art school, a conservatoire and an agricultural college. Between them, the universities have five medical schools, three dental schools and two veterinary medicine schools. The universities range in age from four to 603 years old, in size from 985 students to 28,880 students, and in annual income from
£19.5 million to £841 million (Appendix 1 gives further information on each university). 
There were over 230,000 students studying at Scottish universities in 2014/15, two-thirds of whom were Scottish
12.	In 2014/15, there were 232,570 students studying at Scottish universities.4 Exhibit 1 shows the make-up of the student population. The profile of university students in Scotland is examined in more detail in Part 4.
Universities and their activities play an important role socially, economically, and culturally in improving Scotland and the wider world
13.	Scottish universities’ activities benefit individuals, communities, and economies in Scotland and across the world. There are three core activities common to all universities in Scotland. They:
•	educate – by teaching students, universities produce skilled graduates for the economy. They provide opportunities for improving skills, re-training the existing workforce, and for lifelong learning
•	perform research – research adds to human knowledge, and research discoveries play a key role in all areas of life, both today and for future generations. Research also enhances the teaching of students
•	transfer and exchange knowledge – universities work with public, private, and third sector organisations to transfer and adapt the knowledge gained from research for practical purposes. 
The Scottish higher education sector contributed an estimated £7.2 billion to the Scottish economy in 2013/14
14.	Universities make a significant contribution to the Scottish economy. They are major employers; they generate investment by spending on their estate and facilities; and students spend money on living costs in their local areas. A report by Biggar Economics in 2015 for Universities Scotland calculated that the Scottish higher education sector supported 144,549 jobs and contributed an estimated £7.2 billion to the Scottish Economy in 2013/14.5 The report stated that only the energy, and financial and business services sectors made a greater contribution in 2013/14.6 
15.	Universities also contribute significantly to their local economies. Biggar Economics reported that the sector’s share of jobs in each region ranged from 2.1 per cent in South West Scotland to 12.5 per cent in Dundee City and Region. Universities’ broader economic contribution to their regional economies was estimated in 2013/14 to be between £555 million to the economy of South West Scotland and up to £3.7 billion in Glasgow and Clyde Valley.7
Scotland has more world-class universities per head of population than any other country except Luxembourg
16.	In 2015, Scotland had more universities ranked in the top 200 in the world per head of population than any other country except Luxembourg (Exhibit 2).8 Global rankings rate universities on criteria such as research excellence, and teaching and learning. In 2015, Scotland had three universities ranked in the world’s top 100 (Edinburgh, Glasgow and St Andrews) and another two in the world’s top 200 (Aberdeen and Dundee). Eight of Scotland’s universities were ranked in the top 500 in the world in 2015.
17.	In the most recent UK-wide assessment of research quality, the Research Excellence Framework (REF), 77 per cent of the research submitted by Scottish universities was judged to be either world-leading or internationally excellent.9 Overall, six Scottish universities were ranked in the top 50 in the UK for the quality of their research. Edinburgh University was the top-ranked Scottish university, rated fourth in the UK. Examples of the impact of research projects by Scottish universities are detailed in Supplement 1: Examples of the impact of research from Scottish universities.
Higher education is a global business
Scottish higher education is delivered across the world
18.	Scottish universities are increasingly delivering higher education in other countries, either through their own overseas campuses, in partnership with overseas organisations, or through distance learning. Connected Scotland, the cross-sector partnership to improve the international reputation of Scottish higher education, identifies the benefits of international education as promoting the quality and scope of teaching and research in the Scottish higher education sector, and encouraging international collaborative research and sharing of resources.10 In 2015, almost all universities delivered higher education programmes outside Scotland. Two universities have established overseas campuses, Heriot-Watt in Dubai and Malaysia, and Glasgow Caledonian in the USA; while 17 universities delivered higher education courses in partnership with other universities or offered distance learning.11 For examples of the types of education delivered abroad, and the range of educational partnerships, see Supplement 2: Scottish higher education around the world.
Global events affect Scottish universities
19.	Scottish universities attract students and funding from across the world. This means events in the rest of the UK and in other countries can impact on Scottish universities. For example:
•	Changes in levels of government investment in higher education in other countries can influence the numbers of students choosing to study in their home country and affect the ability of universities to recruit students and staff.  
•	Policy decisions on immigration in the UK and in other countries can affect how attractive or otherwise the UK and Scotland, are as places to study for international students. For example, Canada recently changed its visa regulations to actively try to attract international students.
•	Changes in global markets, such as oil and gas, affect levels of industry and governmental funding for related areas, such as oil and gas-related courses and research.
The policy-making, funding, and regulation of Scottish higher education involves multiple bodies from across the UK, EU and rest of the world
20.	Multiple bodies are involved in policy-making, funding, and regulating the higher education sector in Scotland. Exhibit 3 sets out the main types of bodies and their role. These bodies are national and international, public, private and third sector. We examine the scale and sources of university funding in Part 2 and Part 3 of the report.
Universities are independent of the Scottish Government, but they are subject to regulation and accountable for the use of public funds
21.	Universities in Scotland are classified as charitable bodies, not public bodies. They are autonomous, so responsible, within legislation, for setting their own strategy and vision, and for managing and governing their own affairs and finances. They have the ability to generate income from multiple sources and to work with a wide range of public, private and third sector partners to achieve their vision. This means universities can be flexible, innovative and entrepreneurial in how they work. In the UK, there are two main principles that underpin how higher education works – academic freedom and the ‘Haldane Principle’. Academic freedom is set out in law across the UK and was most recently redefined in Scotland in the 2016 Higher Education Governance (Scotland) Act.12  The ‘Haldane Principle’ is the idea, generally adhered to by the UK government since the early 1900s, that decisions on individual research proposals are best taken by researchers themselves through peer review.13 Universities consider their autonomy as key to their effectiveness.
22.	Although universities are independent organisations, in practice, they operate within a context of multiple stakeholders, regulations, and accountabilities. As charitable bodies, they are regulated by the independent Office of the Scottish Charity Regulator (OSCR). Specific elements of their activities are also regulated by a number of other bodies, including the UK Home Office and the Competition and Markets Authority. Universities are also accountable to many funding bodies, including the Scottish Funding Council (SFC), charities, the UK Research Councils, and the EU for use of their funding. A 2010 survey found that the sector was required to make over 550 statutory and external reporting returns.14
The Scottish Government plays a key role in how higher education works in Scotland
23.	Responsibility for higher education is devolved to the Scottish Parliament except for policy and funding relating to the UK Research Councils and Innovate UK which remains the responsibility of the UK Government as a reserved area. In relation to universities, Scottish ministers have a legal duty to provide support to universities by means of funding to the SFC, and to support universities to undertake research.15 The Scottish Government sets the overall strategic direction that the SFC should use its funding for, to help achieve national outcomes. This is done through the annual Ministerial Letter of Guidance to the SFC that identifies areas of focus for the SFC's work with universities. The Scottish Government also decides the overall amount of funding it allocates to higher education. Exhibit 4 shows the funding and accountability lines for Scottish Government funding.
24.	The SFC is the national strategic body responsible for the college and university sectors in Scotland. It was created by the Further and Higher Education (Scotland) Act 2005 and is a non-departmental public body, which means it is not a government department and operates at arm's length from ministers. It is, however, accountable to the Scottish Government and to the Scottish Parliament. The SFC sets out its main task as ‘to care for and develop the whole system of colleges and universities and their connections and contribution to Scotland’s educational, social, cultural and economic life.’16 The SFC’s strategic plan, published in November 2015, sets out the outcomes it wishes to achieve and identifies the need for the SFC to work in partnership with universities, the Scottish Government, and other stakeholders, to achieve these outcomes.
25.	The SFC’s main responsibilities in relation to universities are to:
•	develop strategies in partnership with the sector and other stakeholders that set out how the SFC, working with universities and other stakeholders, will achieve the outcomes set out in its strategic plan
•	allocate Scottish Government funding to each university. This includes funding for teaching Scottish and EU students, research, knowledge exchange and innovation, and capital investment and maintenance
•	consider and fund strategic developments in the sector, such as Innovation Centres (see Part 5 for further detail)
•	develop outcome agreements with universities that set out how they will contribute to SFC and Scottish Government priorities, as set out in the annual Ministerial Letter of Guidance, in exchange for the funding they receive
•	monitor the performance of universities against their outcome agreements (see Part 2 for further detail on outcome agreements).
In May 2016, the Scottish Government announced that a review of the role of the SFC will be carried out in summer 2016.
26.	In relation to student support, ie tuition fees for Scottish and EU students, living cost loans and bursaries, and tuition fee loans for Scottish students studying in the rest of the UK, the Scottish Government also sets policy and provides funding. Student Awards Agency Scotland (SAAS), an executive agency of the Scottish Government, is responsible for delivering and administering the Scottish Government’s approach to financial support for individual students.17 SAAS’s main responsibilities are to:
•	assess and process applications from eligible students for support funding and tuition fees
•	administer funding to universities for tuition fees for eligible students
•	provide grants and bursaries to eligible students
•	provide information to the Student Loans Company (SLC) on students who have applied for living cost and tuition fee loans. SLC is responsible for disbursing loans to applicants and collecting repayments.
The UK Government also influences how the higher education sector works in Scotland
27.	The UK Government is also responsible for making policy in, and providing funding for, areas that directly and indirectly affect Scottish universities. This includes:
•	setting UK immigration policy which affects the types, countries of origin, and numbers of students allowed to study at UK universities from other countries
•	deciding the UK’s approach to UK research priorities and providing funding for the UK research councils and Innovate UK, the UK’s innovation agency
•	developing policies for the English higher education sector, which can affect the Scottish sector. For example, the introduction of £9,000 tuition fees in England for new students from 2012/13 led to the Scottish Government allowing universities to set increased tuition fees for students from the rest of the UK in Scotland. 
Part 2
The role of Scottish Government in higher education 
The Scottish Government provided over £1.7 billion funding for universities and individual students in 2014/15
Key messages
1.	Universities play an important role in Scotland’s development, both economically and socially. The Scottish Government provided £1.1 billion funding in 2014/15 for universities and approximately £623 million in funding for individual students to help achieve national strategic objectives, such as making Scotland wealthier and fairer, and smarter. The SFC determines the number of funded places available for students from Scotland and the EU, based on the amount of funding available from the Scottish Government. Universities set the number of students from other areas that they want to attract. The Scottish Government pays the tuition fees of eligible Scottish and EU students and provides loans and bursary funding to individual Scottish students.
2.	Scotland’s Economic Strategy is clear about the important contribution higher education makes in supporting Scotland’s development. The strategy sets out the Scottish Government’s main policy ambitions in relation to higher education. These include supporting world-class research and improving innovation, and widening access to university for students from deprived backgrounds.
3.	Since their introduction in 2012, outcome agreements between the SFC and universities have been a positive step forward in setting out how universities contribute to Scottish Government priorities for the funding received. There are areas for improvement, including achieving more consistency and clarity in how outcome agreements are written and presented; and ensuring the national measures used to assess progress appropriately measure how activities contribute to existing key aims.
4.	The current funding approaches to research, teaching, and widening access make achieving policy ambitions challenging. The current funding approach to improving access to university for students from deprived backgrounds is under pressure due to budget constraints, and the way in which the SFC allocates research funding makes achieving its ambition to maintain and improve Scotland's world-leading position in university research challenging. The SFC needs to review its strategies for research and innovation, and finalise its national capital investment strategy, to ensure funding is used to best effect.
The Scottish Government provided over £1.7 billion funding for universities and individual students in 2014/15
28.	The Scottish Government funds higher education in two main ways – by providing funding to the SFC for universities, and by providing funding to SAAS for individual students. Exhibit 4 shows the main funding streams and lines of accountability for Scottish Government funding.
29.	Universities are accountable to the SFC for the funding received, and the SFC is accountable, in turn, to the Scottish Government as follows:
•	The SFC has a financial memorandum in place with each university that sets out the conditions of the funding it provides. Each university is responsible for ensuring they comply with this. Universities’ internal and external auditors provide assurance that the memorandum has been complied with and that there are effective risk management, internal control, and governance arrangements in place.18 The SFC places reliance on this assurance. 
•	The SFC’s Chief Executive is the Accountable Officer responsible for the use of the funding provided to the SFC by the Scottish Government. The SFC Chief Executive is accountable directly to the Scottish Parliament, and also to the Director General Learning and Justice within the Scottish Government. The Director General, in turn, is accountable to the Scottish Parliament and to Scottish ministers. Scottish ministers are also accountable to the Scottish Parliament. The SFC Accountable Officer meets regularly with relevant Scottish Government officials in the Advanced Learning and Science department in relation to higher education.
30.	Accountability for the Scottish Government’s student support budget is split between SAAS and the Scottish Government:
•	SAAS is responsible for administering the budget for student loans, bursaries and tuition fees. However, the Chief Executive of SAAS, as the Accountable Officer, is responsible only for the organisation’s operating budget, £16.1 million in 2014/15.
•	The Director General Learning and Justice within the Scottish Government is accountable for the remainder of the student support budget which is administered by SAAS. 
The SAAS Chief Executive meets regularly with the Scottish Government to discuss funding arrangements and performance. The split in accountability for student support is an unusual arrangement. The Scottish Government should take the opportunity to review these arrangements as part of the Scottish Government commitment to review student support.
The Scottish Government provided £1.1 billion in funding to the SFC for universities in 2014/15
31.	The Scottish Government provided £1.1 billion in direct funding to the SFC for universities in 2014/15. Most of this £1.1 billion, 97 per cent, was to fund day-to-day running costs (resource funding), with the remaining three per cent, £30 million, for capital funding.19 The SFC is responsible for deciding how to apportion this funding across the different areas it funds and then allocating the funding to universities. The majority of the funding the SFC provided to universities in 2014/15 (62 per cent, £702 million) was for teaching Scottish and EU students. Research and knowledge exchange grants was the second largest area, at
£296 million (of which, £279 million was for research) (Exhibit 5).20
The SFC funds a set number of university places for Scottish and EU students at Scottish universities 
32.	The number of Scottish and EU students that universities are funded for each year is determined by the SFC. It does this based on its annual budget and the Scottish Government’s workforce requirements for areas that are nationally controlled, such as medicine and teaching (‘controlled’ subjects). These are known as ‘funded places’. The SFC places limits on the number of university places it will fund for Scottish and EU students undertaking undergraduate courses and selected taught postgraduate courses. Universities can be penalised financially if they go outside agreed limits.
33.	In 2014/15, the SFC funded 124,938 places for Scottish and EU students at Scottish universities. Of these, 110,650 places were for undergraduates (and postgraduate teacher training and nursing and midwifery). Where universities enrol more students than their specific allocation of funded places in certain categories, these places are known as ‘fees-only’. Universities receive the tuition fee element from SAAS but they do not receive the accompanying teaching grant from the SFC. In 2014/15, there were 10,091 fees only places at Scottish universities.21
34.	 The SFC does not control the number of students from the rest of the UK or outside the EU. It is up to individual universities to decide how many of these students they wish to aim for and then recruit, in competition with other universities. 
Overall funding for universities has reduced in recent years, and will continue to do so through 2016/17
35.	The SFC allocated £1.1 billion to universities in 2014/15, a reduction of four per cent in real terms, since 2010/11.22 This reflects reduced funding received by the SFC from the Scottish Government. Across the main funding streams, changes in funding have been more variable between 2010/11 and 2014/15:
•	Capital funding reduced from £83.5 million to £28 million in cash terms, a real-terms reduction of 69 per cent.23
•	The teaching grant increased from £679 million to £702 million in cash terms, a reduction of 3.5 per cent in real terms. This was partly due to the removal of funded places for students from the rest of the UK after the Scottish Government allowed universities to charge tuition fees for these students in 2012/13.
•	Research funding increased from £243 million to £279 million, an increase of seven per cent in real terms.24 This increase was largely due to temporary additional funding, known as the Global Excellence Initiative, which was provided to universities in 2013/14 and 2014/15.25
36.	The SFC teaching grant is based on an annual price per funded place that is set by the SFC. In 2014/15 this was, on average, £5,179.26 Universities also receive £1,820 per eligible student in tuition fees from the Scottish Government via SAAS. This means universities received an average of £6,999 for each Scottish and EU student in 2014/15. The tuition fee paid by the Scottish Government has remained the same since 2009/10 (in 2008/09, it was
£1,775 for full-time undergraduates), a real-terms reduction of eight per cent.27
37.	Looking forward, the SFC has provided funding allocations to the sector up to 2016/17. Between 2014/15 and 2016/17:
•	capital funding is projected to increase from £28 million to £32 million in cash terms, a real-terms increase of 12 per cent
•	research funding is projected to reduce from £279 million to £266 million in cash terms, a real-terms reduction of seven per cent
•	teaching grant funding is projected to reduce from £702 million to £689 million in cash terms, a real-terms reduction of five per cent. 
We examine the implications of these changes for universities’ finances in Part 3.
The Scottish Government provided approximately £623 million in support for individual university students in 2014/15
38.	The Scottish Government provided £869 million in overall funding for student support and tuition fees for university and college students in 2014/15. This was delivered through SAAS.28 Of this, approximately £623 million related to financial support and tuition fees for university students.29 The single largest amount, approximately £250 million, 40 per cent, was to fund student support and tuition fee payments (Exhibit 6). We examine funding for individual students in more detail in Part 4 of the report. 
39.	Overall Scottish Government funding for university student support increased from approximately £425 million in 2010/11 to approximately £623 million in 2014/15 in cash terms, an increase of 37 per cent in real terms.30, 31 This is a result of changes to the student support system in 2012 that increased the amount, and availability of student loans to Scottish students from academic year 2013/14 onwards.
The Scottish Government pays the tuition fees of most full-time Scottish and EU undergraduate students
40.	The amount paid by students to study at Scottish universities varies depending on where they are from (Exhibit 7). Since 2008, the Scottish Government has paid the tuition fees of Scottish and EU students who are undertaking full-time undergraduate courses for the first time and a limited number of postgraduate courses.32 Part-time undergraduate students who earn less than £25,000 can apply for a grant that covers up to the cost of the tuition fee. Those earning over £25,000 pay their own fees. The majority of students undertaking taught postgraduate courses also pay their own tuition fees. Student support funding is examined in Part 4.
41.	EU students studying in other EU countries are subject to the same fee regime as home students. This means full-time undergraduate students from other EU countries studying in Scotland are entitled to have their tuition fees paid by the Scottish Government. This entitlement does not apply within countries, meaning students studying in different parts of the UK can pay different fees. Since 2012/13, undergraduate students from England, Wales and Northern Ireland have paid tuition fees of up to £9,000 a year to study in Scotland.33 Tuition fees for students from outside the EU are decided by individual universities, taking into account competition from across the UK and internationally. In 2015/16, they ranged from £8,880 to £47,200 per year.34
Universities also receive public funding from a range of other sources
42.	A wide range of other Scottish public sector funding is associated with delivering higher education or for services that universities provide. This includes funding from NHS Education Scotland to NHS boards to cover the additional costs of teaching undergraduate medical students (£91 million in 2014/15), and funding from public sector bodies to universities for courses relating to professional development of staff. Due to the varied nature of this funding, it is not possible to identify the full amount or sources of associated funding.
The Scottish Government’s economic strategy is clear about the important contribution higher education makes in supporting Scotland’s development 
43.	The Scottish Government has five strategic objectives for the country – to make Scotland wealthier and fairer, smarter, healthier, safer and stronger, and greener.35 Higher education contributes to all of these objectives, particularly wealthier and fairer, and smarter.36
44.	Scotland’s Economic Strategy sets the overall strategic direction of current and future Scottish Government policy and is the framework for how the national strategic objectives will be delivered.37 The strategy sets out four priorities:
•	Investing in our people and our infrastructure in a sustainable way.
•	Fostering a culture of innovation and research and development.
•	Promoting inclusive growth and creating opportunity through a fair and inclusive jobs market and regional cohesion.
•	Promoting Scotland on the international stage to boost our trade and investment, influence and networks.
45.	The strategy identifies the important role that higher education plays in achieving all four of the priorities and sets out the Scottish Government’s main policy ambitions in relation to higher education. These include:
Investing:
	‘a commitment to free tuition, ensuring that access to university is based on ability to learn, not ability to pay’
	‘capital funding … aimed at supporting and enabling institutions to deliver in high-quality learning and research environments which are fit for purpose … and support world-class research’.

•	Innovation – ‘continue to support the high impact, world-class research of Scotland’s universities and improve levels of commercialisation of academic research’.
•	Inclusive growth – ‘a clear ambition that a child born today should have, not just a better chance, but an equal chance of attending university such that, in time, 20 per cent of university entrants would come from the most deprived 20 per cent of society.’
•	Internationalisation – ‘Scotland benefits from the extensive international presence, networks and reputation of our universities, from the collaborative Connected Scotland initiative and from the many international students who choose to study in Scotland.38 
46.	To help achieve these policy ambitions, the Scottish Government sets annual priorities for the SFC in a Ministerial Letter of Guidance. The priorities have remained consistent in recent years and for academic year 2015/16, they are:
•	high-quality, effective learning
•	access to education for people from the widest range of backgrounds
•	learning which prepares people well for the world of work and successful long-term careers, and in doing so supports our ambitions for economic growth
•	internationally competitive and impactful research
•	effective knowledge exchange and innovation including excellent university/industry collaboration
•	meet the challenges set out by the Developing Scotland’s Young Workforce report
•	address the underrepresentation of women on the governing bodies of colleges and universities and at senior levels, and gender balance among student intakes for some key subjects.39
The SFC cannot deliver these priorities on its own. It is reliant on partnership working with universities, colleges, the Scottish Government, and other bodies to support achieving the priorities.
47.	To support the higher education sector’s contribution to Scotland’s Economic Strategy, the SFC developed a new three-year strategic plan in 2015.40 This identifies three outcomes the SFC wishes to achieve in the next decade: high-quality learning and teaching; world-leading research; greater innovation in the economy, along with supporting actions the SFC will undertake.
The SFC needs to do more to ensure that the funding it receives from the Scottish Government makes the maximum contribution to achieving the Scottish Government’s ambitions for higher education 
The SFC needs to ensure it has appropriate strategies and tools in place to help deliver the Scottish Government’s ambitions for higher education
Outcome agreements between the SFC and universities have been a positive step forward. There are elements of the agreements and guidance that need to be improved to ensure they are effective
48.	In 2012, the SFC introduced outcome agreements with universities. They are agreements negotiated between individual universities and the SFC that are intended to demonstrate what universities deliver in return for the Scottish Government funding they receive. The SFC negotiates targets with individual universities based on areas it, and universities, wish to improve. Outcome agreements originally covered a one-year period and the SFC now encourages universities to produce a three-year agreement. Universities must publish an update on the agreement each year. The outcome agreement process is designed to recognise the differences between universities in areas such as their organisational aims and objectives and their different student profiles. This means that the specific targets and areas of focus that each university agrees with the SFC in its outcome agreement reflects the strategic priorities of the university as well as the Scottish Government's national priorities for higher education.
49.	Outcome agreements marked a significant change in the relationship between the higher education sector and the SFC, introducing a closer relationship between the SFC and universities. It was the first time that individual universities had to explicitly set out how they would contribute to specific Scottish Government priorities in return for the public funding they received. Outcome agreements, and the process of negotiating and agreeing them, have continued to develop since their introduction. The SFC reviews the outcome agreement process annually.
50.	We examined the SFC’s outcome agreement guidance along with a sample of outcome agreements and identified areas that could be improved:
•	The SFC’s new strategic plan includes new outcomes and themes. These now differ from the high-level aims and measures used in outcome agreements meaning outcome agreements are not fully aligned with SFC strategic outcomes.
•	The national measures used in the outcome agreements do not always appropriately measure how activities contribute to the existing key aims. For example, only one measure reflects the ‘right learning in the right place’ aim. It measures the number of Scottish undergraduates entering science, technology and engineering courses. In comparison, five measures relate to the aim of widening access. This means it is not possible to fully assess progress against strategic outcomes.
•	There is a lack of consistency and clarity in how outcome agreements are written and presented, making it difficult to identify from the agreements exactly how universities are contributing to achieving national priorities.
•	Universities are only required to report their performance against five of the 16 national measures in their outcome agreements. This means it is not possible to identify from the outcome agreements how well they are delivering against all the national measures.
The SFC needs to review its strategies to support key elements of Scotland’s Economic Strategy
51.	The SFC's new strategic plan identifies that using its funding strategically is crucial to achieving the desired outcomes. It is therefore important that the SFC has in place strategies for key areas to ensure it achieves its priorities and strategically invests its funding. The SFC has strategies for research and innovation, but these now need reviewed to ensure they fully align with the SFC's new strategic plan and Scotland's Economic Strategy. Until now, the SFC has not had a strategy for capital investment. The SFC is currently developing a strategy on this area. It is important that these strategies are set out in a clear and transparent way that makes it easy for stakeholders to identify the aims and objectives associated with the strategy; the actions the SFC plan to take to achieve the aims and objectives; and how performance will be measured.
The SFC needs to finalise its performance management framework
52.	To assess performance against the strategic plan and demonstrate that the money it spends on higher education is contributing effectively to national strategic objectives, it is essential that the SFC has an effective performance management framework. The SFC has recently redeveloped its framework in light of the new strategic plan. The framework sets out seven outcomes the SFC wishes to achieve, along with supporting indicators of success. These outcomes and indicators are a mix of outcomes, themes and actions identified in the strategic plan. It is not always clear how these outcomes and indicators relate to the strategic plan. In addition, the framework does not yet contain a comprehensive suite of performance measures. This means it is not possible to fully assess progress against the strategic plan. It is important that the SFC progress their plans to review their existing measures to ensure they have in place the appropriate type, and number of, measures to fully assess progress.
53.	The framework sets out targets and associated timescales for key areas. The timescales are a mix of targets to be achieved by 2014/15 and those to be achieved in 2016/17. It is important that these targets and timescales are now reviewed to ensure that:
•	the new national targets for widening access are incorporated
•	interim milestones are clearly identified towards long-term targets
•	appropriate targets are in place to support achieving each objective in the strategic plan, and that targets are appropriately challenging in nature
•	it is clear how targets agreed with individual universities in outcome agreements contribute to national targets and how these are reported as part of the SFC’s performance reporting.
The way that the SFC allocates funding to universities makes achieving the Scottish Government’s higher education policy ambitions challenging
The current funding approach to improving access to university for students from college and deprived backgrounds is under pressure
54.	The SFC spent £45 million in 2014/15 on efforts to widen access to university for students from college (known as 'articulation') and deprived backgrounds. This included:
•	funding additional university places for students from deprived backgrounds
•	funding programmes such as the Schools for Higher Education Programme (SHEP) which works to raise aspirations and increase the number of pupils from schools in deprived areas applying for university.
55.	The current SFC policy of funding additional places to meet policy priorities depends on the continued availability of funding. The reduction in the SFC’s budget for 2016/17 led the SFC to announce that it would not be able to fund any new university places for students from college or deprived backgrounds from 2016/17 onwards. In March 2016, the Cabinet Secretary for Education and Lifelong Learning stated in a letter to the SFC that it would '… be appropriate for SFC to support the fourth and final tranche of the additional places scheme for access and articulation in academic year 2016/17, as previously anticipated'.41 The SFC is funding these places by overcommitting its 2016/17 budget. The SFC is currently unclear on where savings will be made in future budgets to recoup this overcommitment. Without additional funding, the SFC will need to make savings across other funding streams.
56.	In March 2016, the Scottish Government accepted national targets on increasing the number of students from deprived areas as recommended by the Commission on Widening Access in their final report, A Blueprint for Fairness.42 The challenges of achieving these targets are examined in Part 5.
The way in which the SFC allocates research funding makes achieving its ambition to maintain and improve Scotland’s world-leading position in academic research challenging
57.	University research in the UK is funded in two main ways. The UK funding bodies (the SFC in Scotland) provide an annual research grant to universities. Universities also compete for research grants for specific projects or programmes of research from the UK Research Councils, charities, EU, industry and other bodies. This is known as the dual support system. 
58.	In Scotland, the SFC research grant is called the Research Excellence Grant (REG). REG funding is primarily intended to provide universities with a relatively stable, continuous source of research funding to allow them to compete for other research funding. A key element of REG funding is that universities have the freedom to spend it on any research-related activity they choose, consistent with the aim of continuing to develop research excellence. In 2014/15, for every £1 of REG funding, the sector generated, on average an additional £3 of income from other sources.43 The SFC’s REG allocation to each university is based on a formula, the main element of which is the results of the Research Excellence Framework (REF). This is a UK-wide exercise conducted approximately every five years which assesses research quality at individual universities. Currently, the SFC’s formula weights the distribution of REG funding towards world-leading (4*) and internationally excellent (3*) research on a ratio of 3:1.
59.	One of the ambitions in the SFC’s strategic plan is ‘to maintain – and improve – Scotland’s world-leading position in university research.’44 To achieve this, the SFC states that it will ‘prioritise our investment in research on developing world-leading and internationally excellent research’. However, the current funding approach makes achieving its ambition increasingly challenging:
•	Most of the universities with the highest levels of world class (4*) research in Scotland received reduced REG funding after the 2014 REF exercise, despite improving their performance. These included the universities of Aberdeen, Dundee, Edinburgh, Glasgow, St Andrews, and Strathclyde.45 Overall performance improved across the sector and Scotland's Rural College (SRUC) became eligible for REG funding for the first time, but this improved performance was not accompanied by an increase in the total amount of REG funding available. This led to the existing research budget being spread more widely across the sector than in previous years.
•	These reductions were further exacerbated by the removal in 2015 of additional research funding known as the Global Excellence Initiative. This was additional funding of £14 million per year that the Scottish Government gave to the SFC in 2013/14 and 2014/15 to distribute to universities. This funding was focused towards universities with the most world-leading research.
•	The reduction in the SFC’s research budget (paragraph 37) means that universities are under increasing pressure to generate income from other sources to fund their research activities and to continue to make efficiency savings. This is because the majority of research grants won by universities do not cover the full costs of undertaking that research. In 2014/15, grants from the UK Research Councils covered 74.3 per cent of the full economic cost of undertaking the research, while grants from charities and industry covered 65 per cent and 74.5 per cent respectively of the full economic costs of the research.46, 47 
•	An important element of research success is having the appropriate type, and quality, of facilities for research activities. The UK Government provides additional capital funding for research to each home nation. Scotland’s share was £16.7 million in 2016/17.48 This funding is provided on the basis that it is matched by the respective higher education funding body. Currently, the SFC plans to match the funding to the level of £15.5 million, leaving £1.2 million that will not be drawn down. At a sector level, this equates to £2.4 million that will not be available for research capital funding in 2016/17.
60.	The SFC recognises in its strategic plan that ‘Scotland faces a challenge from many other nations which are seeking to gain economic advantage by increasing their investment in research.’49 This, along with the above funding approach makes achieving the SFC’s aim of maintaining and improving ‘Scotland’s world-leading position in university research’ challenging.
Achieving high-quality learning and teaching is increasingly dependent on universities’ ability to make efficiency savings and subsidise the cost of teaching from other sources
61.	The SFC assesses the cost of providing teaching for Scottish and EU students and sets a price it will pay for each funded place based, in part, on the budget available. This price was, on average, £5,179 in 2014/15, and £6,999 when the tuition fee element is included. The price paid does not directly reflect the actual cost of the activity in each university. It is not clear to what extent the public funding of Scottish and EU students is intended to cover the costs of their teaching.
62.	In 2014/15, universities recovered 94.2 per cent of the full economic cost of publicly funded teaching, a reduction of 1.7 per cent since 2013/14.50, 51 This figure includes the teaching of Scottish and EU students but also fee-paying students from the rest of the UK. It is not possible to identify the percentage recovered by universities solely for Scottish and EU students funded by the SFC and SAAS. In contrast, the sector recovered 137.6 per cent of the full cost of non-publicly funded teaching, this is mainly the teaching of non-EU students in 2014/15.
63.	In 2016, the SFC reduced the price per funded place for 2016/17 by 2.9 per cent compared to the previous year. This was due to budget pressures, rather than a reduction in the cost of teaching. This means there is increasing pressure on universities to increase income in other areas to subsidise the cost of teaching Scottish and EU students, deliver teaching and learning in different ways, or to make further efficiency savings. If universities are unable to do this, there is a risk that the SFC’s long-term outcome of ‘high- quality learning and teaching’ will not be achieved.
Part 3
University sector finances
the overall sector was in good financial health in 2014/15 but faces increasing cost pressures
Key messages
1.	Overall, the Scottish higher education sector was in good financial health in 2014/15. Universities as a whole had income of £3.5 billion, and income increased by 38 per cent in real terms over the previous decade. The sector generated a surplus of £146 million in 2014/15 and overall reserves stood at £2.5 billion. Universities reported that they made efficiency savings of £200 million over the past three years.
2.	The strong overall financial performance in 2014/15 masks underlying risks within the sector, with surpluses and reserves concentrated in a few universities. Universities get their income from a range of sources, and they need a good spread of income to reduce their reliance on particular sources. However, five universities relied on one source, the SFC, for more than 50 per cent of their total income. Universities that continue to rely heavily on SFC funding will be at increasing risk if Scottish Government funding reduces.
3.	The sector faces significant cost pressures. Twenty-two per cent of the university estate is in poor condition and will require investment, and pension and national insurance contributions are increasing. Overall Scottish Government funding for universities has reduced and is likely to remain under pressure in the future, and universities’ financial plans increasingly rely on generating income from fee-paying students from the rest of the UK and non-EU students. The sector faces challenges from developments elsewhere in the UK, EU and worldwide. These will have an impact on the number of non-EU students coming to Scottish universities.
4.	Universities are increasingly using surpluses and reserves to fund investments in their estate. For this approach to be sustainable, the sector will need to continue generating additional income or making further efficiency savings to create surpluses for investment.
The overall sector was in good financial health in 2014/15, but longer-term trends reveal increasing risks for some institutions
The university sector in Scotland had a total income of £3.5 billion in 2014/15, most of which came from public sources
64.	Universities in Scotland had a total income of £3.5 billion in 2014/15.52, 53 Reflecting the differences in the size of universities, income ranged from £19.5 million at the Royal Conservatoire of Scotland (RCS) to £841 million at the University of Edinburgh. The Ancient universities accounted for 54 per cent (£1.9 billion) of the sector’s total income in 2014/15 (Exhibit 8). Two of these universities, Edinburgh and Glasgow, accounted for 41 per cent (£1.4 billion) of the sector’s total income in 2014/15.
Overall income grew by 38 per cent in real terms in the past decade but growth varied significantly across the sector
65.	Since 2005/06, the sector’s overall income has grown by 38 per cent in real terms.54 But levels of growth have not been consistent, with overall income reducing in 2010/11 and 2011/12 before increasing again in 2012/13. Income growth was strongest in the first half of the decade, at 23 per cent between 2005/06 and 2009/10. This was due to increases in all major income areas. This compares to 13 per cent growth between 2010/11 and 2014/15. 
66.	Income growth has varied significantly across the sector over the past decade (Exhibit 9):
•	By university grouping:
	the SSIs and Ancient universities had the largest real-terms percentage increases in income between 2005/06 and 2014/15, at 51 per cent and 50 per cent respectively. This compares to 30 per cent among Chartered universities and 16 per cent at the Moderns
	since 2012/13 and the introduction of tuition fees for RUK students, the Modern grouping experienced the lowest growth in income, at three per cent between 2012/13 and 2014/15, compared to 11 to 12 per cent for the other groupings. 
•	Across individual institutions, income growth varied widely between 2005/06 and 2014/15, from a reduction in income of 13 per cent at Abertay University between 2005/06 and 2014/15, to an increase of
69 per cent at Heriot-Watt University. 
There is an increasing concentration of sector income in the Ancient universities. In 2005/06, the Ancients accounted for 50 per cent of the total sector income. By 2014/15, this had increased to 54 per cent. 
67.	The largest percentage increase in income between 2005/06 and 2014/15 was in non-EU tuition fees. These increased from £140 million to £438 million in cash terms in the past decade, a real-terms increase of 154 per cent. The Ancients saw the largest increase in income from this source, at 190 per cent in real terms, almost four times that of the Moderns, at 56 per cent in real terms. Income from research grants and contracts saw the second largest increase in percentage terms. Income from this area increased from £381 million to £748 million in cash terms between 2005/06 and 2014/15, an increase of 60 per cent in real terms.
68.	Universities are responsible for developing and implementing their own financial strategies. This means universities can differ in their areas of focus and investment, and the resulting impact of this on their financial position.
Income has diversified across the sector, but some universities rely heavily on SFC funding which presents potential risks to their future financial health
69.	The single largest source of income across the whole sector in 2014/15 was the SFC, which accounted for 34 per cent, £1.2 billion, of total income (Exhibit 10) (see Note 2 in the exhibit for an explanation of why SFC total income is different from the SFC funding allocations to universities). This was followed by tuition fees and educational contracts, which accounted for 27 per cent. 
70.	The amount of total income accounted for by SFC funding varied widely across the sector in 2014/15, ranging from 26 per cent at the Ancients to 58 per cent in the Modern grouping. Among individual institutions, SFC funding ranged from 20 per cent of total income at St Andrews University to 83 per cent at University of the Highlands and Islands (UHI). Since 2012/13, three universities have increasingly relied on SFC funding for a greater percentage of their total income (Abertay, SRUC, and UHI). Exhibit 11 shows the variation in income profiles across the sector.
71.	The sector’s overall income has diversified slightly over the past ten years:
•	The percentage of total income accounted for by SFC funding fell from
41 per cent to 34 per cent between 2005/06 and 2014/15.
•	Tuition fee income from all sources made up a greater percentage of total income, increasing from 21 per cent of total income to 27 per cent. 
72.	Having a diverse income profile is important for universities as it means they have greater flexibility and ability to cope with changes in specific income streams. These could include reductions in public funding, or drops in tuition fee income from non-EU students due to unforeseen events in other countries.
Universities reported efficiency savings of £200 million between 2011 and 2014, exceeding the public sector target
73.	Alongside the public sector, universities are required by the Scottish Government to make efficiency savings. Over the period of the last spending review (2011/12 to 2014/15) bodies were required to achieve three per cent efficiency savings each year.55 The university sector reported savings of £200 million, which exceeded this target.56 We did not examine efficiency savings in detail as part of this audit. 
74.	Universities have worked together in an Efficiencies Taskforce to develop strategies to help them identify and deliver efficiency savings. The current strategy, Working Smarter 2014: A new phase of university efficiencies identifies common areas for efficiencies including procurement, finance and business improvement, and estates management.57 
75.	It is essential that universities continue to identify ways to improve efficiency as overall sector spending continues to increase. Overall spending increased by 35 per cent between 2005/06 and 2014/15, and universities spent a total of £3.3 billion in 2014/15. The main area of spending was staffing, accounting for 55 per cent of the total. Across the sector, the percentage of total spending on staffing ranged from 54 per cent at the Chartereds to 57 per cent in the SSIs, with an overall range of 49 per cent at Heriot-Watt University to 73 per cent at RCS.58 This in part reflects the different types of learning and teaching, for example RCS has a high proportion of one-to-one teaching which increases staff costs. As organisations with high staff costs, it will become more difficult for universities to make the same scale of efficiency savings in the future, after they have delivered efficiencies in their supporting services. Individual universities and the sector as a whole need to continue to look for opportunities for further efficiencies, including opportunities to further redesign and improve how they work individually and together.
Overall surpluses and reserves have increased in the past decade, but these are concentrated in a few universities
76.	Universities are able to generate surpluses and maintain reserves. A surplus
is money that is left over when an organisation’s spending is lower than its income. Reserves are the value of an organisation's assets, such as buildings, equipment and cash/income if their liabilities, such as debts, loan repayments and pension commitments, were paid off. This can be used to represent the overall value of an organisation. Reserves cannot necessarily be used to fund day-to-day running costs. 
77.	In 2014/15 the sector made an overall surplus of £146 million.59 However, the sector surplus is disproportionately concentrated in just two universities. Edinburgh and Glasgow accounted for 41 per cent of the sector’s total income in 2014/15. However, they accounted for more than half of the total sector surplus, 60 per cent, with a combined surplus of £88 million. Most universities have generated a surplus every year in the past decade.
78.	The overall sector surplus, as a percentage of total income in 2014/15, was four per cent, an increase of one per cent on the previous year. Across the sector, surpluses were between one per cent and eight per cent of total income. The overall sector increase in 2014/15 was due to one-off income received by universities in 2014/15 from HM Revenue and Customs for Research and Development Credits (RDEC); this was a tax credit that universities were able to reclaim on eligible research expenditure. It is now no longer available to universities. Excluding this income, the overall sector surplus, as a percentage of total income in 2014/15, was 2.6 per cent, a reduction of 0.4 per cent since 2013/14. Universities across the UK undertake an annual exercise to identify the extent to which they recover the full economic costs of their activities. This is known as Transparent Approach to Costing (TRAC). One output from this exercise is a target sustainability surplus figure that identifies the target surplus as a percentage of total income that universities should seek to achieve to cover their long-term costs (this includes amounts for maintaining and investing in their estates). This figure is generated by the returns completed by universities and is published annually by the SFC. In 2014/15, this target was 6.5 per cent. This means there was a gap of 2.5 per cent (or 3.9 per cent excluding RDEC) between the actual surplus generated by Scottish universities and the target.60
79.	Total sector reserves were £2.5 billion in 2014/15.61 Reserves at the Ancient universities accounted for 72 per cent (£1.8 billion), with Edinburgh accounting for 40 per cent of the sector’s total reserves (£1 billion). 
80.	Surpluses and reserves are an important part of a university’s financial strategy. They are used, for example, to fund investments in a university’s estate, repay capital borrowing, allow universities to invest in opportunities that arise at short-notice, and help universities deal with unforeseen or longer-term financial difficulties. As such, they are an integral part of a university’s approach to ensuring financially sustainability. The UK Research Councils have defined financial sustainability as ‘operating today without damaging the ability to do so tomorrow’.62
Universities are increasingly using internal funds and borrowing to pay for capital projects
81.	It is important for universities to invest in their estate and other infrastructure to continue attracting students, staff, research funding and other investment, such as partnerships with industry. They need a high-quality estate to improve the student and staff experience and remain competitive with other universities across the UK and the world. Universities fund improvements to their estate and other assets mainly through a mix of direct SFC capital funding, their own surpluses and reserves, and commercial borrowing. In 2014/15, the sector spent £397 million on capital projects such as new student residences at Stirling, and a Data Technology building at Edinburgh. The Ancient and Chartered universities accounted for half of all capital expenditure.63 
82.	Overall SFC capital funding declined from £83.5 million in 2010/11 to
£28 million in 2014/15, a decrease of 69 per cent in real terms. As a result, universities have had to generate capital funding from other sources. The main way they have done this is by generating surpluses and using their reserves. In 2014/15, 44 per cent of all capital expenditure was funded using internal sources, compared to 38 per cent in 2005/06 (Exhibit 12). Since 2013/14, the use of loan borrowing has also begun to increase.
The sector faces increasing cost pressures
Universities’ estates will continue to require significant investment over future years
83.	The overall condition of the estate indicates that significant expenditure will be required in the future. There are no overall backlog maintenance figures available for the sector. However, 22 per cent of the overall higher education estate in Scotland is in poor or very poor condition and 38 per cent of the sector’s estate dates from the 1960s and 1970s.64, 65 Over the past decade, half of all universities have decreased the ratio of the amount they spend on repairing and maintaining their premises to their total spending. Some of this will be due to replacing older buildings with newer ones, but some of this may also indicate decreased expenditure on planned maintenance. There are risks that universities with lower surpluses and reserves will not be able to continue to fund capital improvements at the level they require.
Universities need to generate increasing amounts of additional income or cost savings to cover the cost of teaching and research
84.	University research funding from all sources covered 84.8 per cent of the full economic cost of undertaking the research in 2014/15.66 This means that the funding received was less than the full costs incurred. Funding from the UK Research Councils covered 74.3 per cent of its full economic cost, and UK charity funding covered 65 per cent. This means universities need to subsidise their research activities from surpluses created by other activities or by increasing
cost savings.
85.	As examined in Part 2, universities recovered 94.2 per cent of the full economic cost of providing teaching to Scottish, EU and RUK students in 2014/15. Recovering less than the full economic cost of teaching creates increased risk for universities that are more reliant on SFC funding than others. There are also risks if income from fee-paying RUK and non-EU students reduces. We discuss this further in Part 5.
Pension and staffing costs are continuing to increase
86.	Universities in Scotland operate a number of pension schemes. The most common scheme is the Universities Superannuation Scheme (USS). This is one of the largest multi-employer pension schemes operating in the university sector. The vast majority of UK universities pay contributions to this scheme and share the liabilities. 
87.	The most recent actuarial valuation for this scheme shows that, at 31 March 2015, the actuarial deficit across the UK stood at £8.2 billion.67 Universities have recently had to increase their contributions in an effort to reduce the existing deficit. In addition, although deficits in the USS pension scheme are not new liabilities for universities, the manner in which they will be reported is. From 2015/16, these liabilities will be placed on balance sheets. This means the costs will be reflected in other figures, and this could potentially impair confidence in the financial strength and stability of the sector, which could have an impact on the cost of borrowing. There are similar pressures from other pension schemes in the sector.
88.	The sector also faces increasing national insurance costs and continued increases in their existing wage bill.
Part 4
Being a student in Scotland
it is becoming more difficult for Scottish students to get into university and debt levels are rising  

Key messages
1.	The number of students studying at Scottish universities has increased by five per cent over the last ten years, to 232,570 students. Scottish students make up 66 per cent of the total, and the student population is becoming increasingly international. The biggest percentage increases have been in students from other parts of the EU (97 per cent increase) and fee-paying students from outside the EU (58 per cent increase).
2.	It has become more difficult in recent years for Scottish and EU undergraduate students to gain a place at a Scottish university. The main reason for this is that applications have increased at a greater rate than increases in the number of funded places available for Scottish and EU students. Applications have increased by 23 per cent since 2010, yet the number of offers made by universities has increased by only nine per cent.
3.	The Scottish Government introduced significant changes in how it provides financial support to students in 2013/14, with the overall aim of removing financial barriers to higher education. These changes increased the amount of loan funding available to all Scottish students and reduced the amount of non-repayable bursary and grant funding available. A Scottish student now typically leaves university with debt of £11,281 and this is projected to increase to around £20,000 by 2019. The majority of students have a positive experience of higher education, and 90 per cent progressed from university to employment or further study in 2014.
The student body in Scotland is increasingly international 
89.	The overall number of students studying at Scottish universities increased by five per cent between 2005/06 and 2014/15. The profile of the student body has changed over the past ten years:
•	The number of students from the EU and outside the EU has grown by
97 per cent and 58 per cent respectively over the past decade. In 2014/15, there were 20,805 EU students and 29,210 non-EU students studying at Scottish universities.
•	Students from the rest of the UK increased by ten per cent, although since the introduction of increased tuition fees in 2012/13, their overall number has reduced by 0.2 per cent. In 2014/15, there were 28,605 students from the rest of the UK studying at Scottish universities.
•	The total number of Scottish students declined by eight per cent, from 166,925 in 2005/06 to 153,915 in 2014/15.68 This decline was largely due to a fall in part-time undergraduate student numbers, from 45,840 in 2005/06 to 31,430 in 2014/15, a reduction of 31 per cent. There was also a 14 per cent decline in both part-time and full-time taught postgraduate students, from 23,310 in 2005/06 to 20,020 in 2014/15. In comparison, over the same period, the number of full-time undergraduate Scottish students increased by four per cent, from 93,720 to 97,375.
90.	These changes mean that the student body in Scotland has become increasingly international. In 2005/06, three-quarters (75 per cent) of all students at Scottish universities were Scottish compared to 66 per cent in 2014/15.
China is the largest source of students from outside the UK. Strong growth in previous years has been replaced by a decline in the past year
91.	China is the main source of students from outside the UK, for both Scotland and the UK as a whole, with 7,595 students studying at Scottish universities in 2014/15 (Exhibit 13). The number of Chinese students has grown significantly over the past five years, by 24 per cent between 2010/11 and 2014/15. However, levels of growth have declined year on year since 2010/11. Between 2013/14 and 2014/15, there was a reduction of three per cent in the number of Chinese students attending Scottish universities. This follows a similar pattern to the UK as a whole although the decline in Scotland has been greater than the UK overall.
92.	Behind China, the USA is the second main source of students from outside the UK, with 4,145 students studying in Scotland in 2014/15.69 The number of American students has increased by 22 per cent over the past five years. Germany, Ireland, and Nigeria provide the other main sources of students to Scottish universities from outside the UK. Student numbers from outside the EU can be volatile as they are influenced by a wide range of factors, such as those described in paragraph 19. Between 2010/11 and 2014/15, the number of Indian students in Scotland declined by 57 per cent, and the number of Nigerian students reduced by 24 per cent.70 
An increasing majority of students from outside Scotland are concentrated in the Ancient universities
93.	Scottish students made up the single largest group of students in each university grouping in 2014/15.71 However, the percentage of the total student population they make up varies significantly across the sector. In the Chartered, Modern, and SSI groupings, most students were Scottish, at 66 per cent, 80 per cent, and 91 per cent respectively. This compares to the Ancients, where Scottish students accounted for 48 per cent of students. The Ancients grouping has the most diverse student body, with 39 per cent coming from either RUK or outside the EU. This compares to 13 per cent in the Moderns. These variations reflect the Ancient universities’ ability to attract increasing numbers of RUK and non-EU students, in addition to their funded places for Scottish and EU students.
94.	The Ancient universities are attracting a greater share of the overall number of students from RUK and outside the EU. Between 2012/13 and 2014/15, their market share increased while the market share of the other university groupings declined or remained the same. As discussed in Part 3, these trends have implications for the financial strategies of individual universities, as tuition fees from these students are an important part of universities’ income plans.
It has become more difficult in recent years for Scottish students to gain a place at a Scottish university as applications have increased more than the number of offers made by universities 
In 2015, the likelihood of receiving an offer varied widely by university and which country applicants were from 
95.	In 2015, 47,710 Scottish applicants made 185,580 applications to Scottish universities for undergraduate and teacher training courses (each applicant can make up to five applications).72 Universities made 93,690 offers, an offer rate of 50 per cent (the offer rate is the total number of applications divided by the total number of offers). The offer rate is recognised as a measure of how difficult it is to get into university. Of the 47,710 Scottish applicants who applied, 30,665 accepted an offer of a place at a Scottish university and 8,885 applicants did not receive any offers. There is no comprehensive information available to identify the outcomes of the remaining 8,160 who applied but did not accept a place.
96.	Offer rates for Scottish applicants varied widely across the sector in 2015, ranging from 13 per cent at Glasgow School of Art to 77 per cent at Abertay University (Exhibit 14). Offer rates were more consistent at an overall grouping level in 2015, ranging from a 41 per cent offer rate at the SSIs to 54 per cent at the Moderns.
97.	Offer rates also varied depending on which country applicants were from. In 2015, offer rates from Scottish universities were highest for students from non-EU countries, at 63 per cent, followed by applicants from England, Wales, and Northern Ireland (between 56 per cent and 58 per cent). Offer rates were lowest for Scottish applicants and applicants from other EU countries, at 50 per cent and 34 per cent respectively, reflecting the fixed number of funded places available for these students. Scottish and EU students do not compete with students from the rest of the UK or outside the EU for places. The number of offers made to Scottish and EU students by Scottish universities is mainly influenced by the number of places the SFC has funded at each university for these students. Universities set their own recruitment targets for students from the rest of the UK and outside the EU.
The offer rate for Scottish and EU applicants has fallen over the past five years while offer rates for most other applicant groups have increased 
98.	Demand for Scottish university places from Scottish applicants has increased since 2010.73 Between 2010 and 2015, applications increased by 23 per cent. However, the number of offers made by Scottish universities only increased by nine per cent over the same period. This led to a decline in the offer rate of seven per cent, from 57 per cent in 2010 to 50 per cent in 2015. This means it has become more difficult for Scottish applicants to be offered a place at a Scottish university (Exhibit 15).74 In contrast, offer rates for applicants from the rest of the UK and countries outside the EU increased between 2010 and 2015, by, on average, 11 per cent.
99.	Almost one in five, 19 per cent, Scottish applicants in 2015 did not receive any offers from a Scottish university. This is an increase of four per cent since 2010, when 15 per cent of Scottish applicants did not receive any offers. There is no information available on the destinations of these applicants, for example whether they undertook a college course, entered employment or re-applied to university the following year. The number of Scottish students accepting an offer of a place at a Scottish university has increased slightly over the past five years (Exhibit 15).
100.	A number of factors affect whether a university makes an offer to an applicant. These include the quality of the application and the level of competition from other applicants for places. A key factor that affects whether a university makes an offer is the number of places available on the relevant courses at each university. If the number of places is limited and demand from applicants is greater than supply, it will become more difficult to be offered a place.
101.	Between 2012/13 and 2014/15, the number of full-time undergraduate (including postgraduate teacher training) funded places for Scottish and EU students increased from 103,503 to 110,650, an increase of seven per cent. At the same time, applications for undergraduate places from Scottish applicants increased by 15 per cent. This has made it more difficult for Scottish students to get into university as demand has grown more quickly than the number of funded places available.
102.	There is a lack of national research on trends in applications, offer rates and acceptances for Scottish university places among different student groups. Comprehensive data is held by UCAS, the UK-wide University and Colleges Admissions Service; however, UCAS charges all organisations and individuals for access to their data.
Scottish student debt has increased in recent years as financial support has shifted from non-repayable bursaries and grants to loans
The overall amount of funding available to students has increased, with most funding now provided as loans
103.	Scottish Government financial support for students is a mix of non-repayable bursaries and grants, and loans. The extent to which students can access this support is based on criteria including household income, personal circumstances, and the subject being studied (see Supplement 3: Financial support available to Scottish students for the 2016/17 academic year for more information). In 2013/14, the Scottish Government introduced a number of changes to the student support system with the overall aim of removing financial barriers for students entering higher education:
•	An annual minimum income of £7,250 (£7,625 in 2016/17) was introduced, through a combination of bursaries and loans, for students with a family income of less than £17,000 (£19,000 in 2016/17).
•	An increased annual loan of £5,500 (£6,750 in 2016/17) was made available for some students with a household income of less that £17,000 (19,000 in 2016/17).
•	A non-income assessed loan of £4,500 a year (£4,750 in 2016/17) was introduced, meaning all Scottish undergraduate students can apply for a living cost loan.
104.	The changes increased the overall level of financial support available to students, with a shift from bursaries and grants to loans. Previously, bursaries and loans for students were available on a sliding scale. The maximum bursary support available in 2012/13 to students with an income of below £18,000 was £2,640. Bursaries were available up to household income levels of £34,195. The minimum non-income assessed support available to students was £620, depending on where students lived and which year of their course they were studying.75
105.	Between 2005/06 and 2014/15, there was a 53 per cent reduction in real terms in the amount of bursaries and grants provided by SAAS to Scottish students (from £70.3 million to £40.8 million in cash terms, and from £86.4 million to £40.8 million in real terms), and a 111 per cent increase in real terms in student loans provided (from £130 million to £337 million in cash terms, and from £160 million to £337 million in real terms). The biggest changes
have taken place since 2012/13 – bursaries and grants funding reduced from £65.4 million to £40.8 million in cash terms, a 40 per cent reduction in real terms, and student loan funding increased from £174.6 million to £337 million, an 86 per cent increase in real terms (Exhibit 16).76 While Scottish and Northern Irish students start to repay their student loan once their income has reached £17,495 per year, the income threshold for students in the rest of the UK is £21,000.77 The Scottish Government has committed to reviewing student support funding.
Overall student debt levels rose by 14 per cent between 2013 and 2015 and are projected to average around £20,000 by 2019 
106.	The average level of student debt at the point of repayment for Scottish students in 2014/15 was £11,281.78 Average student loan debt has increased by 14 per cent in real terms since 2012/13. This was due to the move from bursaries and grants to student loans in 2013/14. Given current levels of borrowing, average student loan debt is projected to be around £20,000 by 2018/19 (Exhibit 17).79
107.	Scottish students have lower loan debt than students in the rest of the UK. In 2015, English domiciled students had the highest level of debt on entry to repayment, at £23,777. This was followed by Northern Irish and Welsh students who had debts of £17,482 and £17,025 respectively. Scottish students had the lowest level of debt, at £11,281.80 
Scottish students from deprived areas have higher levels of student loan debt than students from less deprived areas
108.	Scottish students from deprived areas continue to have higher levels of student loan debt than students from less deprived areas. In 2005/06, the average student loan debt for students from the most deprived areas (Scottish Index of Multiple Deprivation quintiles 1 to 3) was £6,650 (£8,167 in real terms).81 This compared to £6,184 (£7,545 in real terms) for students from the least deprived areas (SIMD quintiles 4 and 5). By 2014/15, the average loan balance for students from the most deprived areas had increased by seven per cent in real terms, to £8,719. In comparison, the average loan balance for students from the least deprived areas reduced by one per cent in real terms, to £7,534 (Exhibit 18) (see Appendix 3 for an explanation of how these figures are calculated).
109.	In 2005/06, the difference in the average amount of student loan debt between students from the least deprived areas and most deprived areas was £466 (based on cash terms). By 2014/15, this had increased to £1,185.
There is a lack of information on the impact of changes to student support on students from deprived backgrounds and the overall costs of going to university
110.	The level of information required by SAAS from students applying for bursaries and loans changed in 2012/13. Students are no longer required to state their household income, unless they are applying for means-tested bursaries and grants. This means it is not possible to identify the extent to which students that are potentially eligible for non-repayable bursaries and grants are applying for the support available.
111.	The Commission on Widening Access reported that there is a lack of understanding among students from deprived backgrounds, and their parents, about the student finance available.82 It is therefore important for the Scottish Government to fully understand what impact current student support policies and arrangements are having on different groups of students. This is to ensure that current policies are achieving their intended aims.
112.	There is also currently no up-to-date national data available on how much students pay in accommodation costs or living expenses in Scotland. The last national survey, Higher Education and Further Education Students’ Income, Expenditure, and Debt in Scotland, was carried out by the Scottish Government in 2007/08. 
The majority of university students have a positive experience of higher education
The vast majority of students are satisfied with their university experience
113.	Eighty-six per cent of students studying at Scottish universities in 2015 were satisfied with their university experience.83 Students were most positive about the quality of teaching and the learning resources available, with 88 per cent of students satisfied. Students were least positive about aspects of assessment and feedback, at 68 per cent. Overall student satisfaction has remained constant over the past decade.
114.	In recent years there has been an increasing focus in Scotland, and across the rest of the UK, on the student experience, that is a student’s entire experience of university. Scottish universities are increasingly working in partnership with students to identify areas for improvement and have undertaken a wide range of work to improve the student experience. Examples include improving IT facilities, personalising pastoral support services, and providing greater flexibility in how and where students learn.84
The vast majority of graduates enter positive destinations
115.	In 2013/14, 90 per cent of university graduates entered a positive destination, that is, employment or further study.85 The majority of these students, 63 per cent, gained work in the UK. Fifty-nine per cent of students who were employed stated that their qualification was either a formal requirement or gave them an advantage in securing the job. Seventeen per cent undertook further study. The percentage of graduates entering work or further study has increased slightly over the past few years, by two per cent since 2011/12.
Part 5
Looking forward
there are challenges ahead that will require coordinated action and there are likely to be tough choices 

Key messages
1.	The higher education sector faces a number of significant challenges from increasing costs, potential further reductions in Scottish Government funding, and risks to their ability to continue to increase their income from other sources, particularly fee-paying students from the rest of the UK and non-EU countries. It will also be difficult to achieve the national targets for widening access to higher education for students from deprived backgrounds. The Scottish Government, SFC and universities need to work together to understand, plan for, and address, these challenges.
2.	The pressure on Scottish Government finances is likely to continue in the future. It is important that the Scottish Government ensures its approach to funding higher education is sustainable in the longer term if it is to deliver its policy ambitions.
3.	There are increasing opportunities for the Scottish Government, universities, the public sector and industry to work together constructively to increase their contribution to national strategic objectives. This is happening through initiatives such as City Deals and innovation centres. It is crucial that all key stakeholders work together to maximise investment, and the benefits created.
 
The sector faces a number of challenges that it will need to address by taking a coordinated approach
116.	The report has highlighted a number of financial risks and challenges facing the higher education sector. There are also developments, both actual and potential, that are likely to create further challenges. These will require a coordinated approach by all stakeholders to address.
117.	As examined in paragraph 78, the gap between the target sustainability surplus to cover long-term costs for the sector and the actual surplus made in 2014/15 was 2.5 per cent, or 3.9 per cent excluding RDEC.86 This means the sector, as a whole, is not generating enough surplus to enable universities to invest in, and maintain their estates, in the medium to longer term.
118.	This is combined with increasing pressures from rising costs, possible reductions in public sector funding and less potential for the same level of efficiency savings in support services. Universities are increasingly relying on income from non-EU students as part of their financial planning, but growing competition from the rest of the UK and other countries will make this increasingly challenging. The sector also needs to look at making further efficiency savings by reviewing how they provide services. If universities are not able to continue growing their existing income sources, and if costs remain the same or increase but they do not make further efficiency savings at the level required, then they will need to make difficult decisions about how to reduce their costs. Some universities are currently better placed to meet these challenges than others.
119.	Scottish universities also face risks from changing international demand as tuition fee income from non-EU students is an increasingly key part of universities’ income. A number of factors will affect how many overseas students the Scottish sector can attract. These include:
•	Any further restrictions to UK immigration policy will make it harder for students to gain a visa and then stay in the country post-graduation; this will make the UK less attractive as a destination.
•	Policy changes in other countries, such as changing visa regulations, that are designed to attract students will make it more difficult for Scottish universities to attract students from outside the UK.
•	Investment by other governments in domestic higher education sectors.
120.	Policy changes in the English higher education sector will also affect Scottish universities. Competition for students and sources of funding from English universities is likely to increase significantly over the next few years. Since 2012/13, English universities have charged all students tuition fees of up to £9,000 a year. In 2015, the cap on the number of students that universities can recruit was fully removed. This gives English universities the ability to generate increased income and surpluses; however, it also creates greater volatility and risk across the English higher education sector. The potential introduction of a Teaching Excellence Framework, the easing of restrictions on new providers entering the higher education market, and the creation of a new body Research UK, with responsibility for UK research council funding, will affect the Scottish sector.87 The Scottish Government, SFC and universities need to work together to consider the implications of these changes, how to make best use of the opportunities they present, and how to manage the risks these changes present.  
121.	The Scottish Government stated its desire in Scotland’s spending plans and draft budget 2016/17, to ‘work with the sector to develop a Compact that will provide a longer-term framework for a productive partnership focused on working together to maximise the benefits of higher education for Scotland’s success’.88
The SFC needs to do more to assess, and report on, the medium- to long-term financial sustainability of the sector
122.	The SFC requires universities to provide a three-year financial forecast annually. The SFC examines these along with universities’ financial statements and identifies universities with financial risks. It then discusses these with the specific institution and monitors improvement. However, the SFC does not comprehensively analyse longer-term sector trends to identify wider risks facing the sector. Examples might include sector trends in non-EU student numbers and fee income, or financial trends and policy changes in competitor countries. This means it cannot assess the sector’s medium- to longer-term financial sustainability and any threats to its continued viability. The SFC has the ability to take a sector-wide overview. It has access to a wide range of information, not just about the Scottish higher education sector but also the rest of the UK. The SFC has not undertaken this work to date. Universities are autonomous, but it is important that it fully uses its position to ensure that it can identify the medium- to longer-term challenges the sector faces. It needs to use this information as the basis for working with universities, the Scottish Government, and other stakeholders to identify ways of addressing the risks and to ensure that the higher education sector is able to deliver Scottish Government policy ambitions in the longer term.
123.	It is also important that the SFC reports this analysis in a clear way with an appropriate level of detail. This is important for transparency and to keep stakeholders informed. Currently, the SFC publishes limited information on financial performance and trends in the sector.
Implementing the Scottish Government’s ambitious policy on widening access within the current number of funded places will have consequences for other groups of students
124.	In March 2016, the Scottish Government accepted a national target for widening access recommended by the Commission on Widening Access. This is, that by 2030, students from the 20 per cent most deprived backgrounds should represent 20 per cent of entrants to higher education. The following interim targets were also agreed:
•	By 2021, students from the 20 per cent most deprived backgrounds should represent at least 16 per cent of full-time first degree entrants to Scottish universities as a whole.
•	By 2021, students from the 20 per cent most deprived backgrounds should represent at least ten per cent of full-time first degree entrants to individual universities.
•	By 2026, students from the 20 per cent most deprived backgrounds should represent at least 18 per cent of full-time first degree entrants to Scottish universities as a whole.89
125.	In 2005/06, 9.1 per cent of Scottish young entrants to full-time undergraduate courses were from the 20 per cent most deprived areas in Scotland. In 2014/15, this figure was 10.8 per cent.90 Given current rates of progress, there will need to be a considerable increase in the number of students entering higher education from more deprived backgrounds if the targets are to be met.
126.	The Commission on Widening Access identified the following options for increasing the number of students from deprived backgrounds:
•	increasing the number of funded places to support the entry of a greater number of students from disadvantaged backgrounds
•	the current number of places available could be used more equitably, eg through use of minimum entry thresholds for students from deprived backgrounds
•	provision could be restructured to make best use of the places that are available, for example by removing unnecessary duplication of study years where this is not required for a student to succeed (for example, where a student gains an HND (Higher National Diploma) but starts university in Year 1).91
127.	Expanding the number of funded places has financial implications for the Scottish Government, SFC and universities. Increasing the number of funded places will require one or more of the following:
•	additional funding on the part of the Scottish Government
•	changes in the way the SFC prioritises funding across its budget areas or the level of funding attached to each place
•	more efficient use of funded places by universities, including working with colleges to consider the whole learner journey.
128.	Achieving the targets without increasing the existing number of funded places will likely mean fewer students from less deprived backgrounds being offered a university place. 
129.	If the national targets are to be achieved, it is essential that a strategic approach is developed, and agreed by the Scottish Government, SFC and universities. In developing this, it is important that the implications, both financial and on different groups of students, of the potential approaches to meeting the targets are fully considered. The Scottish Government, SFC and universities will need to focus funding on what works to recruit and retain students. This will have implications for areas such as universities’ admissions policies, and student support arrangements.
The Scottish Government needs to ensure its approach to funding higher education is sustainable in the medium to longer term if policy priorities are to be delivered
130.	The Scottish Government has substantial higher education financial commitments:
•	Scottish Government funding for the SFC continues to be a key part of the higher education sector’s overall income. SFC research funding plays a crucial role in ensuring universities can undertake research. Funding for teaching, including paying the tuition fees of eligible Scottish and EU students, supports key Scottish Government policy aims.
•	Achieving the new national widening access targets has potentially significant funding implications for the Scottish Government depending on the approach the Scottish Government takes, along with the SFC and universities. It is important for the Scottish Government to consider the financial implications on all parts of the higher education system of the potential approaches to achieving the targets.
131.	As discussed in Part 2, the SFC faces challenges in ensuring that the level of funding it receives from the Scottish Government and the way it allocates it to universities fully supports universities to help achieve all of the SFC’s longer-term outcomes. It will be challenging to achieve the Scottish Government's ambitions within the finances available. The Scottish Government and SFC should ensure they have a common understanding of the priorities to be delivered. Continuing pressure on Scottish Government finances in future years means the Scottish Government is likely to have to make difficult choices about higher education policy priorities and funding approaches. It will be important for the Scottish Government to ensure that all elements of the education and lifelong learning system work together effectively to support achieving national strategic objectives.
There are increasing opportunities for the university sector, SFC and the Scottish Government to work together to contribute to national strategic objectives
132.	By working together, and with other partners, the Scottish Government, SFC, and universities play a key role in delivering Scotland’s Economic Strategy. Cross-sector initiatives can bring significant social and economic benefits to local communities and economies and Scotland as a whole. These include: 
•	City Deals – These involve local authorities and their partners, including universities, working together to deliver a range of infrastructure projects. Six City Deals have been, or are being, drawn up covering 22 councils.
•	Innovation Centres – In 2012, the SFC established the Innovation Centre Programme in collaboration with Scottish Enterprise and Highlands and Islands Enterprise. There are eight innovation centres across Scotland.92, 93 Universities work with businesses and the public sector through these centres.
•	Shared facilities used by universities and local communities – examples include universities and partners investing funding and working together to develop shared facilities such as sports and cultural facilities.
133.	By coordinating investment, universities can attract additional income from sources such as charities and industry. An example is the Discovery Centre for Translational and Interdisciplinary Research at the University of Dundee. The centre brings together researchers from a range of areas to work together on research into life sciences and biomedicine. It received a £5 million award from the Wellcome-Wolfson Foundation which was then matched by the university. The university secured further funding of over £38 million from a range of organisations such as the SFC, Scottish Enterprise, local charitable trusts, the UK Research Partnership Fund, the Bill and Melinda Gates Foundation, GlaxoSmithKline, and The Wellcome Trust. This approach enables maximum benefits to be created from initial university and public funding.
134.	There are increasing opportunities for the sector, SFC, and Scottish Government to work together to compete for funding from the UK Government and elsewhere. This includes a £5.9 billion investment in the UK’s research infrastructure between 2016/17 and 2020/21 and investment in Catapult Centres through Innovate UK. Catapult Centres are a network of centres designed to promote research and development and improve innovation across the UK by connecting businesses with academic researchers. For Scotland to secure a share of this investment, it will be crucial for all key stakeholders to work together to maximise the opportunities.
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