Scotland’s colleges 2015
Prepared by Audit Scotland
April 2015

Auditor General for Scotland

The Auditor General’s role is to:
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
37- Number of colleges in 2011-12

20 -  Number of colleges in 2014-15 1

76 - million Hours of learning delivered by colleges in 2013-14 

-9.3%- Fall in the number of college staff (full-time equivalent) between 2011-12 and 2013-14

70.9% - Percentage of colleges' income in 2013-14 provided by the Scottish Funding Council

£582.8 million - Colleges' overall spending in 2013-14

Note: 1. This figure relates to colleges incorporated under the Further and Higher Education (Scotland) Act 1992. There are a further six colleges not incorporated under the Act: Argyll College, Newbattle Abbey College, Orkney College, Sabhal Mòr Ostaig, Shetland College and West Highland College.
Summary
Scotland's colleges have faced significant changes over the last few years that have had implications for funding, the provision of learning and how colleges are run, managed and scrutinised. In addition to the reduction in budgets that most public bodies have had to deal with, colleges have had to manage reforms and other changes. Many of the effects of these changes are still taking place, including standardising terms and conditions of service for staff and integrating ICT systems.
The reform programme has led to the number of incorporated colleges decreasing from 37 in 2011-12 to 20 in 2014-15. Planning for mergers was generally good and all of the merged colleges were established on time. The Scottish Government identified that mergers would deliver £50 million of efficiency savings each year from 2015-16, along with other benefits, such as reduced duplication and better engagement with employers. While mergers have contributed to significant efficiency savings, the Scottish Government and the Scottish Funding Council (SFC) have not specified how they will measure some of the expected wider benefits. This makes it difficult to assess whether the reform programme is achieving all of its aims. 
The decision by the Office for National Statistics (ONS) to reclassify colleges as public bodies has led to greater accountability for the use of public money in the college sector through additional financial reporting and reduced autonomy for colleges. Reclassification also led to the formation of arm's-length, independent foundations to protect colleges’ financial reserves. Colleges transferred £99 million to these foundations in 2013-14. As the foundations are independent, there is no guarantee colleges will be able to access the transferred funds. However, the foundations' Articles of Association limit the activities that they can fund and any transferred funds must be spent on supporting further education in Scotland. 
The changes to date have had minimal negative impact on students. Historically, the Scottish Government has required colleges to deliver agreed amounts of learning activity in return for the funding it provides. Colleges continued to meet targets for learning, delivering around 76 million hours of learning in 2013-14. Colleges need to continue to monitor the effects of ongoing changes to the sector on students and address any issues of concern. The Scottish Government continues to prioritise younger students and has reduced funding for very short-term courses (under ten hours) and those courses which do not lead to a recognised qualification. There has been a reduction of 48 per cent in part-time students and a reduction of 41 per cent in the number of students aged 25 or older between 2008-09 and 2013-14.
The development of outcome agreements for the sector has seen an ongoing shift to a focus on outcomes, with an associated change in the approach to funding. However, improvements are needed in how the SFC reports colleges' progress against outcomes to support effective scrutiny of performance.
Scottish Government funding to colleges fell by 12.3 per cent in real terms between 2011/12 and 2013/14 but colleges’ finances continued to be generally sound. The sector reported a deficit of £95.2 million in 2013-14 but adjusting for transfers to arm's-length foundations would result in an overall surplus of £3.8 million (just under one per cent of total income) in 2013-14. 
Recent changes have made it more challenging for colleges to plan and forecast their longer-term financial position. However, colleges need to develop longer-term financial planning to ensure they consider, and plan for, the future needs of their region. The mergers and funding reductions have led to reductions in expenditure, mainly in recurring staff costs. Staff numbers decreased by 9.3 per cent between 2011-12 and 2013-14. The reductions in staff costs were delivered mainly through voluntary severances. While most severance was managed in accordance with good practice, auditors found significant weaknesses in how two colleges processed senior staff severance payments, while another four fell short of good practice.   
Recommendations
The Scottish Government and the SFC should:  
specify how they will measure and publicly report progress in delivering all of the benefits that were expected from mergers
publish financial information on the costs and savings achieved through the merger process 
encourage college board members to attend, and monitor take-up of, the training on severance that is being developed by the SFC and the College Development Network
monitor colleges’ compliance with requirements, guidance and good practice relating to severance arrangements. 
The SFC should:
publish a clear and concise annual summary of colleges' progress against outcome agreements.
Colleges should:
continue to review workforce plans in the light of reductions in staff, and as part of curriculum reviews, to identify any gaps in the skills, knowledge and resources required to deliver high-quality learning. 
Regional bodies should:
work with colleges in their region to develop appropriate accountability structures to ensure effective governance of the use of public money and management of the performance of the colleges.
College boards should:
comply with existing Scottish Government and SFC requirements and guidance, and wider good practice when considering and approving senior staff severance. In particular, they should base their decisions on full business cases to support severance proposals, and clearly record how they have considered and taken decisions on those proposals
monitor student participation and satisfaction to help them plan future learning provision 
complete the remaining merger activities, including standardising terms and conditions of service for all staff, curriculum reviews and integration of ICT systems
work towards developing ten-year financial plans.
About the audit
This report comments on the various reforms under way in the college sector and how well they have been managed and delivered. It also provides an update on the financial standing of the sector between 2011-12 and 2013-14. It is based  on:
An analysis of information held by the SFC including performance and activity data, and documents relating to the structural reforms.
Fieldwork interviews and review of relevant documentation at four colleges: Ayrshire; Dundee and Angus; Edinburgh; and Glasgow Clyde. We undertook the fieldwork to examine how the merger process is being managed locally. All college mergers were different, but selecting four (out of the nine mergers that have taken place since 2012) gave us a broad basis on which to draw wider conclusions. We  chose these particular colleges as they were all at different stages of the merger process and to ensure a geographical spread. We also wanted to include a college that forms part of a multi-college region (Glasgow Clyde College).
A review of how the four fieldwork sites complied with the recommendations in our 2012 report Learning the lessons of public body mergers .1 The key recommendations in that report were:
	appoint the chair and chief executive at the earliest possible opportunity (ideally at least six months before the start date of the new organisation) to allow them to progress important decisions and contribute to establishing a clear and strong vision, structure and plan for the new organisation
	identify the skills, knowledge and expertise needed to lead the new organisation and, with merging bodies, use this to assess, and if necessary supplement, board and senior management  capability

identify, when planning the merger, the specific improvements it expects each merged body to deliver and the criteria it will use to assess this
	develop robust cost and savings estimates for future mergers and, with merging bodies, regularly review and revise these as necessary as the merger proceeds.

Analysis of relevant Scottish Government budget documentation and colleges' audited annual accounts and auditors' reports covering the financial periods ending:

July 2013 (12 - month period for all colleges)
July 2014 (12 - month period for the University of the Highlands and Islands (UHI) colleges. 
March 2014 (eight - month period for non - UHI colleges).
These financial periods differ due to changes in the accounting arrangements for the sector resulting from the reclassification of colleges as public bodies.
These periods differ from the Scottish Government's financial year which runs from 1 April to 31 March. To help provide clarity, we use the convention '2013-14' when referring to figures from the colleges' accounts, or relating to the academic year, and '2013/14' when referring to funding allocations made in the Scottish Government's financial year.
Our report reflects mainly the most recent college year (2013-14), unless there are any particular issues arising from the 2012-13 financial year, or where it would be helpful in comparing financial years. The shorter financial period for non-UHI colleges in 2013-14 means it is not always appropriate to compare 2013-14 figures with previous years. 
Unless we state otherwise, all financial figures in the body of this report are in real terms, that is, allowing for inflation. Figures and exhibits relating to colleges' audited accounts are for incorporated colleges only. Until 1992, all publicly funded colleges were run by local authorities. Under the Further and Higher Education (Scotland) Act 1992, most of these colleges established their own corporate body and boards of management. The boards of management took over responsibility for the financial and strategic management of the colleges. These colleges are referred to as incorporated colleges and produce accounts subject to audit by the Auditor General for Scotland. The remaining six colleges are generally referred to as non-incorporated colleges. Scottish Government budget information and statistics relating to student activity within this report refer to both incorporated and non-incorporated colleges. 
Three former further education colleges are now classed as part of the higher education sector. Barony College, Oatridge College and Elmwood College (land-based courses) merged with the Scottish Agricultural College on 1 October 2012 to form SRUC (Scotland's Rural College), a higher education institution. We have adjusted the financial figures to allow comparison between years, but include current and past information on students undertaking further education at SRUC.
The 2013-14 accounts for Edinburgh College, Fife College and Glasgow Kelvin College were not laid by the statutory deadline of 31 December 2014. This was a result of the need to complete a number of administrative processes within the Scottish Government. The delay did not affect any of the figures, findings or messages in this report.
The 2013-14 accounts and external audit for Coatbridge College were not concluded at the time of preparing our report. This meant that the accounts were not able to be laid in the Scottish Parliament by the statutory laying deadline of 31 December 2014. The delay has been due to difficulties experienced by the auditor in securing the information needed to conclude the audit work, and the need to consider and reflect a number of significant concerns relating to severance arrangements for senior staff. The Auditor General plans to prepare a separate statutory report on these issues. The auditor provided us with a set of draft accounts and we have used those figures for our analysis. Details of further likely changes to the Coatbridge College accounts are outlined in paragraph 73 and we are satisfied that these changes would have no significant effect on the sector figures or messages in this report. 
Part 1
College reform
colleges have faced significant changes over the last few years

Key messages
Scotland's colleges have faced significant changes over the last few years, which have had implications for funding, delivery and how colleges are run, managed and scrutinised. It is too early to fully assess how these will affect how colleges perform and the quality of learning, as many of the changes are still taking place.
The Scottish Government’s reform programme has led to college mergers, and the number of incorporated colleges reduced from 37 in 2011-12 to 20 in 2014-15. Planning for mergers was generally good and all of the merged colleges were established on time. All colleges involved in mergers developed appropriate merger proposals and financial business cases, and the SFC provided guidance, support and challenge. Work is ongoing at individual colleges to standardise terms and conditions for staff, review and revise curricula, and integrate ICT systems.
The Scottish Government and the SFC expect the reform programme to deliver a number of high-level benefits, including reduced duplication, improved engagement with employers, better outcomes for students and financial savings of about £50 million each year from 2015-16. A large proportion of the savings have come from reductions in staff, with the biggest reduction being teaching staff costs. However, it is unclear what savings have been achieved in addition to reduced staffing costs and what the full costs of the merger process are as there are no systems in place either at individual colleges or centrally to collect this information. It is also unclear what progress there has been in achieving some of the wider benefits expected from the mergers. 
The ONS reclassification of colleges as public bodies has led to greater accountability for the use of public money in the college sector through additional financial reporting and reduced autonomy for colleges. Delays in deciding which accounting period to use for financial statements created uncertainty for colleges. Reclassification also led to the formation of arm's-length foundations, intended to protect colleges’ financial reserves. Colleges made significant transfers to these foundations of £99 million in 2013-14. The foundations' Articles of Association limit the activities that they can fund and any transferred funds must be spent on supporting further education in Scotland. The SFC reports that colleges have secured nearly £20 million from the foundations since they were established. 
Colleges continued to meet targets for learning, providing around 76 million hours of learning in 2013-14. Regular student surveys and SFC merger evaluation feedback indicate that the changes to date have not adversely affected students. The Scottish Government continues to prioritise younger students and has reduced funding for very short-term courses (under ten hours) and those courses which do not lead to a recognised qualification. There has been a reduction of 48 per cent in part-time students and a reduction of 41 per cent in the number of students aged 25 or older attending college between 2008-09 and  2013- 14.
Colleges have gone through significant reforms 
Colleges are the main providers of further education in Scotland. They also deliver a significant volume of higher education. Scotland's colleges play an important role in helping to achieve sustainable economic growth by contributing to the development of a highly educated and skilled workforce. In 2013-14, around 238,000 people attended colleges to pursue a variety of qualifications.
The college sector has been through significant change over the last few years (Exhibit 1). In addition to the reduction in budgets that most public bodies have had to deal with, the college sector has faced significant reforms:
The number of colleges has decreased from 37 in 2011-12 to 20 in 2014-15. Since October 2012, 25 colleges have merged to form nine colleges. There are a total of ten colleges formed through mergers, with City of Glasgow College having formed in 2010. This audit focuses on the nine more recent mergers (Supplement 1: College mergers).
Three former further education colleges are now classed as part of the higher education sector (paragraph 5).
The Post-16 Education (Scotland) Act 2013 included provisions to support the reform of the sector into 13 regions, including arrangements for how the merged colleges were to be run. 
The SFC introduced outcome agreements in 2012-13, which set out what colleges need to deliver in return for SFC funding.
The Office for National Statistics (ONS) reclassified colleges as public bodies in October 2010. This had implications for the way that colleges managed and reported their finances from April 2014. 
Further changes are planned for the college sector. The Scottish Government established the Commission for Developing Scotland's Young Workforce in January 2013, asking it to make recommendations that would help Scotland to produce better qualified, motivated young people who are ready for work. The Scottish Government's response in December 2014 outlined the early progress that has been made and the additional work proposed to implement the Commission's recommendations. Colleges will play a central role in implementing many of the Commission's recommendations.
The SFC has an important role in supporting colleges and securing the delivery of high-quality learning in Scotland (Exhibit 2). The changes detailed in Exhibit 1 have also resulted in additional work for the SFC in terms of supporting the sector, and monitoring funding and activity.
The Scottish Government and the SFC have not specified how they will measure all of the benefits expected from mergers 
The Scottish Government expects college mergers to support delivery of the following high-level benefits:
efficiencies through reduced duplication and unnecessary  competition
improved engagement with local employers to better understand their  needs
better outcomes for learners.
The Scottish Government and the SFC have not specified the measures they will use to assess progress in delivering all of the expected benefits of the mergers. Neither could they provide us with details of the expected level of change required for mergers to be considered successful. The lack of baseline information for some of the expected benefits will also make it difficult to fully assess and report on improvement. The Scottish Government indicated that it will draw on existing data sources, including financial data and college performance indicators, to assess progress.
The Scottish Government and the SFC also intend to assess how effectively the college sector responds to student and employer needs and national programmes such as Developing Scotland’s Young Workforce. While it should be possible to extract information on savings and student outcomes from existing data sources, it is not clear how the Scottish Government and the SFC will measure the wider benefits, such as reduced duplication and improved engagement with employers. Reviewing course availability and participation, and seeking the views of employers, are examples of ways in which they could assess achievement of these expected  benefits.
Although colleges outlined expected benefits from the mergers in individual business cases, they have not detailed how they will measure these benefits. The SFC has indicated that its two-year post-merger evaluations will include a review of whether mergers are achieving benefits (paragraph 22).
Planning for mergers was generally good and all college mergers took place as planned 
In February 2012, the Cabinet Secretary for Education and Lifelong Learning announced that colleges would be organised in 13 regions. The Scottish Government's preferred option was for mergers between individual colleges to create a single college in each region. Ministers did not compel colleges to merge and colleges in each region worked together to identify the best approach. 
Colleges discussed and agreed their expected merger dates with the SFC. All mergers took place within the planned timescales, with most colleges merging in August or November 2013. Cumbernauld College and Motherwell College merged in November 2013 to form New College Lanarkshire, with Coatbridge College joining in April 2014.
As a result of these changes, the number of incorporated colleges in Scotland decreased from 37 in 2011-12 to 20 in 2014-15. These colleges are now spread across 13 regions in Scotland (Exhibit 3).
We reviewed merger arrangements for four merged colleges (paragraph 1) and refer to these as 'fieldwork colleges' in the rest of the report. Planning for these mergers was generally good. Each of the four colleges did the following:
prepared merger proposal documents. These documents covered all important elements of the proposed merger, including the aims and objectives, the expected benefits and the governance and management arrangements for the merger process
prepared financial business cases, which included all the relevant and appropriate information required such as financial plans, risks, costs and planned actions
established partnership boards to oversee how each merger was being planned and implemented. The partnership boards comprised appropriate representation from each college involved in the merger, and included both staff and student representatives
gathered views and managed concerns from staff and students
appointed project managers to coordinate the merger process
developed merger plans that specified tasks and responsibilities leading up to, and following, the planned merger date 
prepared regular monitoring reports, which outlined progress and any issues to be resolved. Partnership boards regularly considered these reports, along with a project manager’s update and a risk register, setting out all issues that could pose a risk to achieving the merger. They also resolved issues and areas of concern.
While fieldwork colleges were aware of merger guidance from Audit Scotland and the SFC, they did not always follow the guidance. Our 2012 good practice guide Learning the lessons of public body mergers  highlighted the importance of appointing the leaders of a new organisation as early as possible. 1 Ideally this should be at least six months before the organisation's start date. Two fieldwork colleges were in line with this good practice. Dundee and Angus College, formed on 1 November 2013, appointed its Principal designate eight months before the merger; and Glasgow Clyde College, formed on 1 August  2013, appointed its Principal designate seven months before the merger. For the remaining two fieldwork colleges, Ayrshire College, formed on 1 August 2013, appointed its Principal designate five months before the merger date; Edinburgh College was formed on 1 October 2012, and our guidance was not available six months before this date. However, Edinburgh College appointed its Principal designate only one month before its formation, and subsequent mergers have shown that an earlier appointment of a Principal designate should have been possible. 
The SFC and the Scottish Government provided a range of support and funding to merger colleges 
The SFC and the Scottish Government provided a range of support to merger colleges. This included dedicated staff for advice and guidance, and SFC staff attending partnership board meetings. The SFC also provided over £52 million between 2011-12 and 2013-14 to support college mergers. It plans to provide a further £6 million in 2014-15. Merger colleges used most of this funding to pay for voluntary severance. We discuss voluntary severance in more detail later in the report. The SFC also provided increased funding to support students' associations and to encourage student involvement in the merger process. Previously, the majority of college students' associations received annual funding of £10,000 or less. As part of the merger process, regional colleges will receive around £100,000 for the two or three years during and directly after the mergers took place.
In accordance with Audit Scotland’s good practice guide for mergers, the SFC planned two post-merger evaluations at each of the nine merged colleges: an initial evaluation after six months and a full evaluation after two years. The evaluations focus on the following aspects of the merger process:
communications and engagement with staff and students
implementation of the mergers and the governance processes put in place to oversee the mergers
planning and staff development
integration of systems such as ICT, administration and payroll.
The SFC has completed eight out of nine initial evaluations. The six-month evaluation for New College Lanarkshire was not completed in time to be included in this report. The first full evaluation (of Edinburgh College) was due to be completed by the end of 2014, however this has been delayed due to the change in Principal. The evaluation is scheduled to be completed by April 2015. All of the other full evaluations are due to be completed in the autumn of 2015. We include findings from the initial evaluations at relevant parts of this report.
Colleges adopted an appropriate approach to prioritising merger changes, with a number of changes still taking place
Following agreement to merge, colleges focused on factors they considered critical to their business continuity, namely:
strategic and financial planning
appointing the Principal and senior management
reviewing critical business systems and policies such as finance systems and HR policies.
These factors were all important in supporting and maintaining the provision of learning to students as the merger process was implemented.
Standardising terms and conditions of service for all staff should contribute to developing a single identity and culture for a new college. Delays in completing this process can compromise or delay a merger. Two fieldwork colleges, Dundee and Angus College and Glasgow Clyde College, have new terms and conditions in place for all teaching and support staff. Ayrshire College has introduced new terms and conditions for the majority of staff, however ten per cent of teaching staff at one campus have chosen to remain on previous terms and conditions. Edinburgh College has finalised new terms for teaching staff and is finalising standard contractual terms for support staff. These new terms came into effect from February 2015. At Glasgow Clyde College, staff and management highlighted difficulties in standardising terms and conditions as a significant issue that has delayed finalising the new staffing structure, particularly for teaching staff. While it is understandable that it may take time and resources to negotiate terms and conditions following a merger, it is important that all merged colleges continue to work towards achieving this. In addition to standardising terms and conditions at a regional level, work is under way to introduce national bargaining which may result in further changes to terms and conditions for college teaching staff. 
Curriculum reviews can help a college to respond better to the needs of learners and employers in the area and provide an opportunity to reduce duplication and improve consistency, contributing to the high-level aims of the reforms. Ayrshire College and Dundee and Angus College completed curriculum reviews during 2013-14 which considered various factors, including:
meeting the needs of key stakeholders, including employers 
how the college could broaden opportunities and improve student  outcomes
identifying any existing areas of unnecessary course overlap or  duplication
ensuring consistency of quality and qualifications across the college.
Glasgow Clyde College is reviewing its curriculum as part of a larger project looking at the curriculum for the entire Glasgow region. Following a consultation, the Glasgow Colleges' Regional Board has endorsed a regional curriculum review with the details of changes for individual colleges in Glasgow being considered from 2015-16 onwards. Edinburgh College is conducting a review of its curriculum for academic year 2015-16 onwards. 
Integrating ICT systems is critical to improve services for students in areas such as enrolment, student funding and quality assurance. All four fieldwork colleges indicated that integrating systems was a priority. The cost of integrating systems can be significant and individual colleges were expected to meet most of these costs. This expense, and need to ensure business continuity, will often result in the phased introduction of new systems. The fieldwork colleges had made variable progress in integrating systems, with three colleges (Dundee and Angus, Glasgow Clyde and Edinburgh) experiencing difficulties implementing changes. ICT system issues at Edinburgh College initially resulted in problems identifying course availability, which caused delays in the admissions process. At Dundee and Angus College, initial problems with integrated systems resulted in some system problems only being resolved after the end of academic year 2013- 14, presenting some difficulties for staff during the first year of the new college. At Glasgow Clyde College, there were some problems in ensuring staff were fully prepared for changes to ICT systems.
It is not clear how much mergers have contributed to the savings achieved so far
The Cabinet Secretary for Education and Lifelong Learning issued his 2013- 14 letter of strategic guidance to the SFC in October 2012. Among other things, he asked the SFC to make £18 million efficiency savings in the college sector in 2013-14, rising to £33 million in 2014-15. In determining the scale of the savings expected from each college region, the Scottish Government requested that the SFC took account of the size of the college regions, location of colleges and the scope to make savings through mergers. This letter was superseded by revised guidance in March 2013 when the SFC was asked to limit the amount of savings any one college would have to make to 3.5 per cent. The SFC then categorised colleges according to size and rurality and identified a percentage reduction that each category should achieve. 
In preparation for the more recent mergers, the SFC identified that the sector would make efficiency savings of £50 million from 2015-16. The SFC explained that it used an analysis of the savings achieved by the City of Glasgow merger and from early merger business cases to identify the expected efficiency savings. 
Our merger good practice guide highlights the importance of measuring, monitoring and controlling all of the costs and savings resulting from a merger. While all colleges undertook an initial analysis of merger costs when developing their business cases, ongoing monitoring of costs and efficiency savings has been limited. None of the fieldwork colleges could provide detailed information on merger costs and efficiency savings. Only information on the larger merger costs and efficiency savings, such as voluntary severance payments and reduced staffing costs, were available. While this represents three-quarters of the total estimated costs of the mergers, a significant proportion of costs was not separately identified as direct merger costs by individual colleges. 
The SFC stated that it would request evidence of systems in place within the new colleges to identify, monitor and report the merger costs and efficiency savings as part of its evaluation of college mergers. However, the evaluations do not refer to merger costs and savings in detail and do not provide assurance that these systems are in place. Fieldwork colleges highlighted that it is difficult to separately identify merger costs and efficiency savings, due to the reduction in funding that has taken place over a similar time period. The SFC expects colleges to produce real terms (allowing for inflation) annual efficiencies by maintaining, or increasing, activity with less funding. While this will indicate the level of efficiency savings the sector achieves, it does not clearly indicate the specific contribution that the merger process has made.
Colleges' early concerns about the creation of regional bodies need to be managed
College reforms have led to the creation of 13 college regions. Ten regions contain a single college, and the others contain more than one college. The governance structure for the college sector is shown at Exhibit 4. The board at each college continues to be responsible for the governance, financial management and operation of the college. In single college regions, the college boards have been designated as regional college boards. In the three regions where there is more than one college, other arrangements have been put in place. A stand-alone regional board has been created as the regional strategic body in Glasgow, while in Lanarkshire and the Highlands and Islands, existing boards were designated as the regional strategic bodies. We use the term 'regional bodies' when referring to these regional structures in multi- college regions. 
In March 2014, Scottish ministers appointed ten regional college chairs (chairs in each of the single college regions). Regional college boards and regional bodies were operating in all 13 college regions by October 2014. In single college regions, the constitutions of existing college boards were amended to allow them to function as the regional college board and they have also been expanded in size. 
Regional college boards and the regional bodies in multi-college regions are responsible for:
negotiating the annual funding provided by the SFC
allocating funding within the region
planning what learning the college, or colleges, provide within the  region 
achieving outcomes set out in regional outcome agreements
monitoring how the college, or colleges, in their region are  performing.
Introducing regional bodies has resulted in a complex framework of accountability where regional college boards are directly accountable to the SFC but the boards of colleges in multi-college regions are accountable to their regional body, a separate board. Colleges in multi-college regions also continue to maintain direct accountability to the SFC for a number of areas such as financial reporting. This has implications for the autonomy of the boards of the colleges in multi-college regions. They are now responsible to the regional body for how they are contributing to achieving the regional outcome agreement and using public money, rather than to the SFC. This means that the college board may receive direction from its regional body on how it delivers its contribution to the regional outcome agreement. The regional body is then accountable to the SFC.
Until April 2014, colleges were largely autonomous bodies, and operational matters were fully a matter for individual college boards. Reclassifying colleges as public bodies, and creating regional bodies as part of the reform programme, has altered accountability. This has implications both for college autonomy and for the SFC's role. 
It is too early to assess whether the regional bodies have improved governance and accountability. But individual colleges have expressed concerns that regional bodies will affect their autonomy. This has the potential to cause tensions and confusion between the respective roles of college boards assigned to a regional body and the associated regional bodies. Both regional bodies and individual assigned college boards will need effective leadership, communication and close working to establish good working  arrangements. 
Reclassifying colleges as public bodies has increased accountability and reduced their autonomy and flexibility 
In October 2010, the Office for National Statistics (ONS) reclassified Scottish incorporated colleges as public bodies. The ONS decision followed an assessment of the levels of ministerial control over colleges. Following the announcement, the UK Government's Department for Business, Innovation and Skills reviewed the effect of reclassification on further education and sixth-form colleges in England, Wales and Northern Ireland. The Scottish Government reported that HM Treasury awaited the outcome of this review, prior to implementing the changes required as a result of reclassification. Following completion of the UK Government review, the Scottish Government entered into discussions with HM Treasury between May 2012 and December 2012 to identify the implications and timescales for reclassification. The Scottish Government confirmed to colleges in May 2013 that the budgetary and other requirements associated with being reclassified as a public body would come into effect from 1 April 2014, and outlined the impact and how the transition would be managed. The SFC then arranged a series of briefings, seminars and workshops with college staff.
Reclassification means that colleges will operate within the same annual budget control limits as other public bodies and be treated as part of central government for financial purposes. Colleges must comply with the Scottish Public Finance Manual and this has implications for budgeting, reporting and financial accounting, including:
One of the most significant implications is that colleges must now break even, in resource terms, within each Scottish Government financial year. This means colleges can no longer plan to report surpluses or deficits without considering the need to break even at 31 March, or use reserves accumulated in previous years to fund current or future spending.
Colleges must make additional disclosures in their annual accounts to comply with the Government Financial Reporting Manual (FReM) and Statement of Recommended Practice (SORP) for Further and Higher  Education.
Colleges should hold the minimum level of cash to allow the efficient running of the college and to meet any relevant liabilities at the end of the college financial year. Colleges can also no longer use cash to subsidise student support funding, such as bursaries and hardship funds, without reducing expenditure in other areas.
Colleges must now account for some items differently which may result in more volatile year-end financial positions. For example, from 1 April  2015, non-government capital grants must be recognised as income when a college receives them and this could lead to large under-spends being reported against capital budgets if grants are not used within the year. Colleges will also no longer be able to use these grants in future years to fund depreciation expenses and this could result in future deficits. This is significant due to the requirement for colleges, and the sector overall, to break even in resource terms each year.
Colleges are now required to submit additional financial reports to HM Treasury and the SFC. For example, colleges must now submit additional quarterly resource returns and monthly cash flow returns to the SFC and, from 2015, colleges will be required to prepare Whole of Government Accounts returns for HM Treasury.
Colleges must now seek approval from the SFC for specific categories of spending, for example procurement of goods and services over certain thresholds.
There will also be future changes to banking and insurance arrangements. 
These changes to the financial reporting arrangements increase colleges' accountability for the use of public funds and reduce their autonomy and flexibility in relation to how these funds are managed. 
Delays in deciding the period to be used for financial statements created uncertainty for colleges
Another significant issue arising from reclassification was uncertainty about the period that financial statements would have to cover. HM Treasury confirmed to the Scottish Government in May 2012 that retaining a 31 July year-end for colleges was not possible and recommended that colleges would need to move to a March financial year-end to align their financial year with the rest of the public sector. The SFC informed colleges in May 2013 that their financial year-end would be changing to March from 2014. In November 2013, HM Treasury offered the option for colleges to retain the academic year (August to July) for financial reporting. However, this required additional negotiations between HM Treasury and the Scottish Government, and consultations between the SFC and colleges, which were not concluded until June 2014. As a result, colleges were required to prepare accounts covering only an eight-month period, from 1 August 2013 to 31 March 2014. This did not apply to all colleges. UHI colleges continued to use a year-end of 31 July, and produced full-year accounts for the year ended 31 July 2014. This was to ensure alignment of their financial year with UHI and other academic partners. In 2014-15, non-UHI colleges will again use a different accounting period (16 months). Changes in financial year-end dates require colleges to alter their internal financial monitoring arrangements and can make it difficult for them to plan and forecast their financial position. It also limits the scope to analyse trends.
The Scottish Government and the SFC have indicated that the decision to revert to a 31 July year-end will not result in colleges having to provide additional information. Colleges' monthly financial returns will be sufficient. Work is under way to determine the associated audit requirements. 
Colleges transferred £99 million to arm's-length foundations
With reclassification, colleges are no longer able to accumulate reserves to use across financial years. Using reserves after the date of reclassification to fund spending would result in the Scottish Government reducing its funding for colleges by this amount. This is because the amount colleges spent from reserves would count towards the Scottish Government budget limit that is set by HM Treasury and would be deducted from the Scottish block grant. To avoid this, colleges, working with the SFC, established arm's-length foundations. These are independent bodies outside of the government accounting boundary. The foundations are distinct, charitable organisations and independent trustees are appointed to the foundation boards.
The SFC helped to establish a central foundation, the Scottish Colleges Foundation. This is available for all colleges to use and has been structured in a way that allows it to hold funds in groupings that reflect the college regions. Some colleges have also set up their own local foundations.
In 2013-14, 18 out of the then 21 colleges transferred a total of £99 million into foundations. Coatbridge, Lews Castle and West Lothian colleges did not transfer any funds into foundations in 2013-14. Six colleges transferred £25.3 million into the central foundation, and 13 colleges transferred £73.7 million into local, geographically specific foundations. City of Glasgow College transferred funds into both a local foundation and the central foundation (£10 million and £11.7 million  respectively). 
These transfers represent a significant amount of funds that now sit outside public sector control. The conditions for using the transferred funds require any organisation that applies for funding to spend the money on supporting further education in Scotland. There is no guarantee that these funds will be returned to the college sector as this would raise concerns about the independence of the foundations. Other organisations such as schools, voluntary sector organisations or private sector educational providers can also apply for funding held by these foundations. However, the foundations' Articles of Association limit the activities they can fund. As colleges are the main providers of further education, it is likely that they will be the main bidders for funds. The SFC reports that colleges have secured nearly £20 million from these foundations since they were established. The foundations are not subject to audit by the Auditor General for Scotland but need to prepare audited annual accounts to be submitted to the Office of the Scottish Charity Regulator (OSCR). 
The changes to date have had no significant detrimental effects on students 
While colleges have faced significant changes, and significant reductions in funding, early indications are that colleges have maintained performance and minimised the effect on students. 
Education Scotland is responsible for monitoring the quality of teaching by Scotland’s colleges as part of a four-year cycle of reviews. Education Scotland agreed to review all newly merged colleges. While the reviews did not specifically evaluate the mergers, the quality framework that Education Scotland used contains indicators that relate to the merger process. These include: planning for, and managing, change; motivating and engaging staff; and managing and responding to changing environments.
So far, Education Scotland has completed three reviews of the more recent merged colleges (Edinburgh, Glasgow Clyde and Dundee and Angus colleges). It reported that colleges had effective learning and teaching in place which met the needs of learners. It also highlighted good practice in a number of areas, as well as strong links with employers to inform the design of curricula and to improve student employability. But it also noted that there was evidence that staff were resistant to the changes brought about by the merger process, and that merged colleges needed to focus more clearly on achieving their strategic aims. The Edinburgh College report also highlighted that the college had difficulties in some curriculum areas as new processes and management structures were implemented. The SFC and Education Scotland are working together to develop and trial new methods for assessing and monitoring the quality of teaching. It is important that these new methods also allow colleges and the SFC to identify any significant issues resulting from the reform of the college sector.
The National Union of Students (NUS) reported that it is generally supportive of the mergers and regionalisation, provided that there are clear student and educational benefits. However, it has noted a concern that merged colleges might centralise learning within regions. This would mean some students having to travel further, potentially resulting in fewer students participating in learning. Colleges need to monitor participation within geographical areas and consider this when deciding on any changes to how they provide learning locally.
The SFC met students as part of its six-month post-merger evaluations to discuss issues such as changes to learning and teaching, enrolment and access to the college. Feedback indicated that there had been little adverse effect on students. Some students highlighted benefits including improved resources, greater choice of courses and better progression and employment opportunities. However, some students raised concerns about potential campus changes and delays in the recruitment and admissions process.It will be important that colleges respond to student concerns, and that colleges and the SFC continue to seek student views as part of ongoing monitoring and evaluation.
Colleges regularly carry out student surveys and all four fieldwork colleges gathered student feedback. The colleges did not request specific feedback on the impact of the merger as part of these surveys, but a fall in satisfaction in areas such as enrolment, campus location and quality of teaching could indicate concerns about the merger. Of the four fieldwork colleges, only Dundee and Angus College provided us with survey results covering more than one year. The other fieldwork colleges had not analysed trends in survey results covering their merger periods. The Dundee and Angus College results indicated that overall satisfaction, as well as satisfaction ratings on specific topics, including enrolment, induction and the college experience, decreased marginally between 2013 and 2014, but still remained largely positive. Colleges, the SFC and Education Scotland should continue to monitor student feedback to ascertain if college reforms have adversely affected students. The SFC reported that it is working in partnership with colleges to develop a national survey of student satisfaction and engagement in colleges. The SFC expects the survey to be piloted in a number of colleges during April 2015, before being rolled out for the academic year 2016- 17.
A continued emphasis on full-time courses has led to reductions in total student numbers
In 2013-14, about 238,000 people (headcount), attended college, around 19,500 fewer than in 2011-12 (7.6 per cent). This is 36 per cent lower than in 2008-09 and reflects changes in Scottish Government policy. In August 2009, the SFC issued guidance to colleges to reduce the number of courses that did not lead to a recognised qualification or that lasted less than ten hours. 2 As a result, since 2008-09, the number of part-time students has fallen by 48 per cent. Full-time equivalent (FTE) numbers remained relatively stable between 2008-09 and 2011-12 due to slight increases in full-time students. In the past two years, there have been decreases in both part-time and full-time students (decreases of 10.4 per cent and 1.5 per cent respectively). This has resulted in a fall of approximately 3,000 FTE (2.5 per cent) between 2008-09 and 2013-14 (Exhibit 5).
The percentages of male and female students attending college has remained broadly similar in recent years. However, significant differences remain within individual subjects. The Scottish Government, as part of its strategy on Scotland's youth employment, has asked the SFC to work with partners to develop a plan to address gender imbalance on college courses. Implementation of the plan is scheduled for 2016-17, with the SFC to report annually on progress.
There have been greater changes in the ages of individuals attending college between 2008-09 and 2013-14: 
In 2008-09, around 68,000 people under 16 attended college but this had reduced to around 48,000 in 2010-11. In 2011-12, the SFC reduced funded college places for school students below S3 as these students are expected to study full-time at school. This is reflected in the number of people under 16 attending college further reducing. In 2013-14 around 19,800 people under 16 attended college, a reduction of over 70 per cent since 2008-09.
The Scottish Government has committed to providing a place in learning or training for all 16-19 year olds who are not in employment. This means that any reduction in the number of people in this age group will mainly reflect the shift in policy focus from part-time to full-time courses, and the reduction in the number of individual college places. The number of students in this age group fell by 15  per cent, to around 72,000 in 2013-14.
The number of students in the 20-24 age group, again a grouping that is prioritised by Scottish Government policies, fell by nine per cent to around 40,000 in 2013-14.
The number of people aged 25 or older who attend college has decreased significantly, with almost 74,000 (41 per cent) fewer learners in this age group attending college in 2013-14 compared to 2008-09. This has implications for those adult learners who wish to access college courses to participate in further education.
Between 2008-09 and 2013-14, the fall in the number of students aged 16-24 accounts for only 12 per cent of the total reduction of college attendees. Reductions were mainly in the 25 and over (53.5 per cent of the total) and under 16 (34.5 per cent of the total) categories. This has resulted in the percentage of people attending college who are aged 16-24 increasing from 34 per cent in 2008-09 to around 47 per cent in 2013-14.
Outcome agreements provide a new basis for measuring college performance, but SFC reporting of progress needs to improve
The SFC introduced outcome agreements for individual colleges in 2012-13, linking college provision to Scottish Government themes such as Opportunities for All. These agreements set out what contribution each college will make to the Scottish Government's strategic aims and national priorities for post-16 education, in return for an agreed amount of funding. Outcome agreements cover a three-year period, and are refreshed annually. Previously in multi-college regions, outcome agreements were negotiated with each of the colleges in the region. Each individual college was held jointly responsible for the delivery of the region's outcome agreement. Now that regional bodies have been established, the SFC negotiates outcome agreements with the ten regional college boards and three regional bodies (the regional college or regional body). This means that in multi-college regions, a single body can be held to account for the delivery of the outcome agreement. Regional bodies will in turn hold colleges to account for their contribution to the delivery of the outcome agreement. The SFC may consider financial penalties if a region fails to meet agreed outcomes. Any penalties would be in proportion to the failure to meet agreed outcomes and would be negotiated as part of the outcome agreement process. The SFC imposed one penalty of £0.4 million in 2012-13 (Edinburgh College) and three penalties of £0.6 million in 2013-14 (Ayrshire College, Fife College and West College Scotland). 
The format and scope of outcome agreements have developed over time. Outcome agreements for 2012-13 focused mainly on providing agreed amounts of learning activity and on the reform process. Outcome  agreements for 2013- 14 were slightly more detailed and the SFC measured progress using indicators linked to its, and the Scottish Government's, national priorities. These were: efficient regional structures; right learning in the right place; high-quality and efficient learning; a developed workforce; and sustainable institutions. A similar approach, mapping performance indicators against national priorities, has been undertaken for 2014-15 (Supplement 2: Performance measures used in 2014- 15 outcome agreements )
The SFC funds colleges based on the amount of learning activity that colleges provide rather than the number of students attending courses. Learning activity is measured by weighted student units of measurement (WSUMS) where one SUM means 40 hours of classroom-based learning and one Scottish Qualifications Authority credit. The SFC weights (W) these units by subject to reflect the differing costs of teaching different subjects. Each year it provides funding to colleges to deliver a specific volume of WSUMs in order to meet national performance targets. Then, through the outcome agreement negotiation process, it seeks to ensure that the totals it negotiates with the sector meet this national target. The SFC performance targets in 2013-14 included: 
a commitment for the sector to deliver 2.252 million WSUMS, an increase of seven per cent on the 2012-13 target. Colleges have, as a whole, exceeded these targets every year since 2008-09 (Exhibit 6) 
a commitment from all college regions to target 16 to 24-year-olds, with a specific national aim that 70 per cent of provision would be aimed at this age group. In 2013-14, colleges delivered 70.5 per cent of WSUMs to students aged 16-24. In our previous report, we  recommended that the Scottish Government and the SFC should monitor the impact of prioritising younger students and full-time courses on learning opportunities for older people. The SFC provided no evidence of what impact this policy is having on older people
an increase of 1,000 full-time college students successfully completing their further education courses. The sector as a whole met this target with 66 per cent of full-time students studying further education level courses leading to a recognised qualification following successful completion, an increase of around 1,800 from 2012- 13.
The SFC reports on some outcome agreement targets, such as student attainment levels, as part of its annual reports on performance of the sector. Individual colleges' performance against indicators in their outcome agreements could also be derived from a variety of sources. Scrutiny of progress against outcome agreements could be enhanced by the SFC producing an annual report which summarises progress at college, regional and national levels.
Outcome agreements for 2014-15 employ a new needs-based funding model, where colleges and the SFC identify each region's needs, such as economic needs, and the age profile of the population. This information is used to target prospective students, and to determine the number of places and funding required to meet regional needs. The SFC is making further changes to the funding model for 2015-16. These changes may affect the level of funding that some college regions receive, but the SFC has agreed to limit any changes in funding to one per cent during the first two years of implementing the new  model.
This analysis suggests that the changes to date have not significantly affected students. However, it is too early to provide a comprehensive assessment as some aspects of the merger process are still under way. Most of the remaining merger activities, such as curriculum review and integrating ICT systems, will directly affect students. It is critical, therefore, that colleges continue to minimise any negative impact on students as these activities progress.



Part 2
College finances
Key messages
College finances continued to be generally sound. In 2013-14, colleges reported an overall deficit of £95.2 million. This was due mainly to transfers of £99 million to arm's-length foundations. Adjusting for transfers to arm's-length foundations would result in an overall surplus of £3.8 million (just under one per cent of total income) in 2013-14. 
The mergers, and a reduction in SFC funding of £26.1 million in real terms between 2011-12 and 2012-13, have led to reductions in spending, mainly recurring staff costs. These decreased by four per cent, from £432.1 million in 2011-12 to £404.2 million in 2012-13. Staff numbers reduced from around 11,300 in 2011-12 to 10,250 in 2013-14. Staff have expressed concerns about the loss of skills and increased workloads.
The reductions in staff costs were delivered mainly through voluntary severance. The SFC provided funding and guidance, and most severance was managed in line with good practice. But auditors found weaknesses in how some colleges had authorised, approved and reported severance payments for senior staff. The Scottish Government and the SFC have taken a number of steps to strengthen the governance of severance for senior staff in colleges. 
Scottish Government funding is expected to decrease by over three per cent, in real terms, between 2013/14 and 2015/16
As outlined in our previous report, Scottish Government revenue funding for the college sector was projected to fall in cash terms (that is, without taking inflation into account) from £545 million in 2011/12 to £494.7 million in 2013/14. The Scottish Government subsequently announced a range of proposed budget increases totalling £132.5 million between 2011/12 to 2015/16, changing the revenue funding available to colleges in each individual year.
These subsequent changes mean that Scottish Government revenue funding to Scotland's colleges decreased, in real terms, by £53.7 million (nine per  cent) between 2011/12 and 2013/14. Scottish Government funding to colleges is expected to decrease by a total of £15.4 million (three per cent) between 2013/14 and 2015/16. This represents a 12 per cent decrease in revenue funding compared with 2011/12.
Colleges also receive capital funding to maintain and improve buildings and equipment. Following a period of sustained investment up to 2010/11, capital funding has decreased significantly. Between 2011/12 and 2013/14, capital funding for colleges fell by £23.8 million in real terms (46 per cent) to £28 million. Further decreases totalling £3.4 million are planned between 2013/14 and 2015/16, resulting in capital funding of £24.6 million in 2015/16 (Exhibit 7).
Current allocations are partly used to pay for ongoing maintenance costs and to buy equipment, and not just for major capital works, such as new buildings. New college developments are generally being financed through Non Profit Distributing contracts (a form of Public Private Partnership). Currently three major capital developments will be funded using NPD contracts: at Ayrshire College, Inverness College and the City of Glasgow College. These capital projects have a combined value of around £300 million. NPD contracts are still relatively new to the college sector and auditors are monitoring them as part of their ongoing audit  work.
Reductions in Scottish Government funding contributed to colleges' income falling by four per cent in 2012-13
Scottish Government funding, provided through the SFC, makes up the majority of the income received by the college sector (70.9 per cent in 2013-14). However, the percentage of colleges' total income from SFC funding varies by region. For example, SFC funding made up 82 per cent of Ayrshire College's total income and 59 per cent of Perth College's total income in 2013-14. This means that any changes to SFC funding will have a greater impact on those colleges where SFC funding makes up a larger proportion of their total income.
Colleges' overall income totalled £665.3 million in 2012-13, around four per cent less than 2011-12. This is mainly due to a fall in SFC funding. These  figures do not include around £104 million in bursaries and other student support funds that were provided to individual students in 2012-13 which appears as Notes to the Accounts in colleges accounts.
Since most colleges' accounts covered a shorter financial period, colleges' total income was £487.7 million in 2013-14. The sources of this income were broadly similar to previous years, with around 71 per cent of colleges' income coming directly from the SFC (Exhibit 8). 
Adjusting for the transfer of reserves to arm's-length foundations would result in an overall surplus of almost £4 million in 2013-14
In 2012-13 (full year), colleges' income totalled £653.2 million in cash terms and their spending totalled £650.4 million in cash terms. This resulted in an overall surplus for the sector of £2.8 million (0.4 per cent of total income). Colleges' income was £487.7 million in 2013-14 (an eight-month period for most colleges), and spending was £582.8 million. This spending includes the £99 million transferred to arm's-length foundations as colleges prepared to be reclassified as public bodies. As a result of the way in which these transfers are accounted for, the sector reported an overall deficit of £95.2 million. However, this does not indicate any concerns relating to the financial sustainability of the college sector. If transfers to arm's-length foundations were excluded from their expenditure, colleges would have generated a surplus of £3.8 million (0.8  per  cent of their total income).
Colleges operate within narrow financial margins, where relatively small changes can turn planned surpluses into deficits and deficits into surpluses. The surplus and deficit position for the sector from year to year remains inconsistent. Three colleges (Edinburgh, Forth Valley and Langside colleges) that reported deficits in 2011-12 then reported surpluses in 2012- 13, and four colleges (Carnegie, Dundee, North Highland and Stow) that reported surpluses in 2011-12 then reported deficits in 2012-13. The college sector has reported a surplus in three of the last six years (Exhibit 9). 
In 2013-14, four out of 21 colleges reported surpluses for the year (Forth Valley, Fife, Lews Castle and West College Scotland). If transfers to foundations were removed, 13 colleges would have reported a surplus. There were, therefore, eight colleges with deficits that were not caused by transfers to foundations. These were Ayrshire, Coatbridge, Dundee and Angus, Edinburgh, Glasgow Kelvin, Moray, New College Lanarkshire and West Lothian colleges (Exhibit 10). Five  of these deficits would have been around five per cent or more of the college's income and four of these five were generally in line with the colleges' forecast  positions:
Ayrshire College (£4.9 million, 14.6 per cent of income): a variety of factors contributed to the deficit. These included the impairment of the current Kilmarnock campus by £8.8 million to reflect the decreased useful life of this site to the college, due to its imminent replacement. Without this impairment charge, and excluding the transfer to the foundation, Ayrshire College would have reported a surplus for the year.
Dundee and Angus College (£1.5 million, 5.3 per cent): the deficit was primarily due to unbudgeted voluntary severance costs arising from the merger of Dundee College and Angus College. The college became aware of these and adjusted forecasts accordingly early in  2013-14.
Glasgow Kelvin College (£1.2 million, 4.9 per cent): the college originally forecast a greater deficit than this within its original merger business case. Costs associated with the merger process, approximately £0.5 million, contributed significantly to the final deficit. 
West Lothian College (£0.5 million, 4.9 per cent): the college did not transfer any funds into an arm's-length foundation and had forecast a small surplus for the year. The deficit was mainly due to voluntary severance costs and the decision to recognise costs for untaken holidays.
Coatbridge College (£0.7 million, 7.9 per cent as per draft accounts): the college did not transfer any funds into an arm's-length foundation and had forecast a small surplus for the year. The deficit was largely due to grant income being less than forecast (£0.2 million) and unfunded voluntary severance costs (£0.4 million). Costs associated with a recent legal claim made against Coatbridge College, the details of which are being finalised, may increase expenditure by approximately £0.3 million, if the claim is not covered by the relevant insurance policy. This, in turn, would increase the deficit to over £1 million (in excess of ten per cent of income). 
As well as affecting the reported surplus or deficit position of colleges, transferring funds from colleges to arm's-length foundations had wider effects on the finances of the college sector in 2013-14. The transfers contributed to significant reductions in reserves, specifically accumulated income and expenditure reserves, from £216.9 million in 2012-13 (cash terms) to £135.9 million in 2013-14. The levels of cash held by colleges also decreased, from £183.1 million (cash terms) in 2012-13 (103 days' cash) to £58.8 million in 2013-14 (37 days' cash), reflecting the transfers to foundations and in line with the requirement to reduce the level of cash held.
Colleges need to work towards long-term financial planning
Colleges provide Financial Forecasting Returns to the SFC. These generally cover a three-year college financial period, but this has varied in recent years. For example, in 2013-14 the SFC only required colleges to provide information for the current year due to reclassification (eight months for non-UHI colleges). Our fieldwork colleges highlighted that the lack of clarity around the process of reclassification limited their ability to do longer-term financial planning. This included management of cash and use of capital funds post-reclassification, as well as more general planning such as forecasting income and expenditure in order to set annual budgets. 
The SFC has indicated that the financial return for 2014-15 is again likely to cover a three-year period. As colleges adjust to the new requirement for the college sector to break even in resource terms in each Scottish Government financial year, they may find it more difficult to carry out longer-term financial planning (defined here as a minimum of ten years) as colleges will need to match their expenditure to their income, and be unable to utilise reserves. However, a short-term approach to financial planning may result in colleges taking decisions to manage immediate pressures rather than for longer-term benefits.
To ensure that overall Scottish Government budget limits are not breached, it is important that colleges provide accurate financial forecasts to inform SFC funding decisions and to ensure that there is appropriate budget available to be allocated to the colleges. Reflecting these new requirements, in-year adjustments to individual colleges funding may be required, with funding being reallocated from other colleges. Within the SFC's Financial Memorandum with colleges, the SFC reserves the right to make in-year adjustments to grant payments, and this may lead to a renegotiation of outcome agreements. 3 Any SFC grant funding that a college does not require within the Scottish Government financial year will not be available to the college in future years, unless the college reaches prior agreement with the SFC. Without effective, longer-term financial planning, colleges may find it difficult to inform the SFC of funding requirements and, therefore, to access all available funds.
The overall deficit in colleges' pension reserves has increased significantly in 2013-14
College teaching staff are usually members of the Scottish Teachers' Superannuation Scheme (STSS). Other staff can join the Local Government Pension Scheme (LGPS). Colleges' pension reserves reflect their share of the assets and liabilities of the LGPS. College staff represent a small proportion of the overall membership of these schemes. As a result, colleges have limited control over aspects of how pension funds are managed, for example setting how much individual scheme members  contribute.
Pension fund assets and liabilities are determined through actuarial valuation. This is a complex process that takes account of factors such as life expectancy, salary levels and length of service, and annual pension increases. The UK Government has also introduced reforms to public sector pension schemes. We have outlined the process for revaluing public sector pensions and upcoming reforms to the schemes, including the LGPS and other public sector schemes, in previous reports. 4
Between 2012-13 and 2013-14, college pension deficits increased by 75 per cent, from £82.3 million to £143.8 million in cash terms. This represents a significant deterioration and is primarily due to changes in the assumptions used by the LGPS actuaries, such as changes in forecast market conditions and life expectancy. Changes in how North East Scotland College accounts for the LGPS have resulted in a pension deficit of £14.5 million being identified on its balance sheet for the first time, contributing to the overall increase in the pension deficit. At seven other colleges pension deficits increased by over £2.5 million: City of Glasgow (£3.4 million), Dundee and Angus (£3.1 million), Edinburgh (£6.6 million), Fife (£4.5 million), Forth Valley (£3.0 million), Inverness (£2.6 million) and West College Scotland (£4.9 million).
A net pension deficit is sustainable in the short term because the liabilities will become payable over a long period. Nevertheless, pension costs are a significant proportion of total public sector spending that the Scottish Government needs to continue to monitor. 
Colleges reduced their spending by about four per cent in 2012- 13, mainly by reducing staff costs
Colleges have responded to the recent reduction in income by reducing their costs. Between 2011-12 and 2012-13, colleges reduced their spending by around seven per cent to £662.4 million. Colleges' total spending in 2013- 14, a shorter period, was £582.8 million. However, the areas of spending were proportionately similar to earlier years if transfers to foundations are removed (Exhibit 11).
Staff costs make up around 60 per cent of college spending, after removing transfers to arm's-length foundations. Colleges spent about £428.4 million on staff costs in 2012-13. This included £404 million on recurring staff costs and about £24 million on exceptional staff costs, mainly staff severance payments. 
Recurring staff costs, excluding those colleges that have left the sector, were about £17 million lower in 2012-13 compared with 2011- 12. The reduction in staff costs accounted for 59 per cent of the overall reduction in spending. Exceptional staff costs, including severance payments, increased by £2.1 million. 
As in 2011-12, reductions in teaching staff accounted for the majority of the overall staff reductions although, proportionately, staff reductions were greater in other staff groups. Teaching staff costs account for around 70  per cent of recurring staff costs. These decreased by 3.5 per cent between 2011-12 and 2012-13. In 2013-14, a shorter period, total recurring staff costs were £287.0 million and teaching staff costs were £201.7 million (70.1 per cent). 
Costs other than recurring staff costs also reduced between 2011-12 and 2012- 13, including:
administration costs, for example office supplies and equipment, payroll and personnel services. These decreased by around 5.4  per  cent (£2.8 million) 
other costs, including exceptional costs, which reduced by around seven per cent as a whole (£5.1 million). This was mainly due to exceptional costs, the category that includes staff severance payments, reducing by 12 per cent and residences and catering costs reducing by nine per cent.
Following a reduction in FTE staff to around 11,300 in 2011-12, the number of FTE staff reduced to around 10,700 in 2012-13. In 2013-14, the number had decreased further, to around 10,250. Overall, this represents a 9.3 per cent reduction in FTE staff numbers since 2011-12. Almost all the reductions in staff numbers have come from colleges that merged. Teaching and administration staff account for the greatest proportion of reductions  (Exhibit 12). 
College staff have expressed concerns about additional work pressures
As part of its six-month post-merger evaluations, the SFC gathered feedback from staff on a range of issues. These included the general impact of the merger, the culture of the organisation and the progress made with finalising staffing structures. While there was some evidence of staff highlighting the positive results of the mergers, a number of areas of concern were raised, including increased workloads and the loss of staff with key skills and knowledge. 
In our last report on colleges, we recommended that colleges identify the risks associated with reduced staff numbers and take appropriate steps to mitigate their effects. Only one fieldwork college (Edinburgh) did not include loss of skills and knowledge on its register of merger risks. Colleges took a number of actions to reduce the effects of this risk, including sharing information across merging colleges to identify potential skills gaps and the effects of staff  reductions.
Our 2013 report on early departures highlighted the need for organisations to ensure that they retain sufficient skills and experience before authorising applications for voluntary severance. Two out of the four fieldwork colleges (Ayrshire College and Dundee and Angus College) confirmed that they took decisions based on business needs when they were approving voluntary severance, to minimise the risk of losing key skills and knowledge. However, Edinburgh College reported that it approved most applications for voluntary severance during the early stage of the merger process; and Glasgow Clyde College reported that it approved all applications for voluntary severance in the year leading up to its merger. This allowed these colleges to make early progress on achieving the financial savings expected through the mergers. 
While reductions in staff could affect service delivery, there is no evidence of any overall deterioration. We did note that, for three colleges, changes in finance staff affected the preparation of financial statements. In only one of the cases (Coatbridge College) was the impact significant. 
With all mergers now complete, the number of future staff departures is likely to be lower than in the past three years. However, given many colleges will be completing curricula reviews there is potential for further departures. Colleges need to ensure that any further staffing reductions take account of the skills mix required in the college and the workloads of remaining staff.
There were weaknesses in how some colleges managed and approved senior staff severance arrangements
Our previous reports Managing early departures from the Scottish public sector] and Managing Scotland’s public sector workforce highlighted the importance of planning for staff departures. Those reports also highlighted that:
board members and senior management have an important role in considering and approving senior staff severance 
any severance arrangements must go through the appropriate approval  process.
Auditors identified six colleges where the way severance arrangements for senior staff were handled fell short of good practice. In two colleges, there were significant shortcomings in reporting and governance. The Auditor General prepared a separate statutory report on North Glasgow College and plans to prepare one on Coatbridge College (Exhibit 13). Auditors identified shortcomings at four other colleges (Exhibit 14). 
There was also one case where the lack of clear guidance from the SFC led to colleges meeting more of the expected severance costs than they had anticipated. In its initial guidance to John Wheatley, North Glasgow and Stow colleges, the SFC indicated that it would fund severance only where the payback period did not exceed one year. However, the SFC also indicated that it would be willing to apply some flexibility. Stow College based its initial calculation of severance costs on the arrangements used by John Wheatley College, which included some flexibility and had been agreed by the SFC. However, the SFC subsequently specified parameters for its flexibility and recovered some funding from John Wheatley College. The SFC also did not provide all of the funding needed for the Stow College proposals, and the college had to draw on reserves to meet the final costs.
Responsibility for decisions about severance arrangements lies with college boards. However, the SFC provided significant sums to help pay for college severance arrangements and should have assured itself that colleges had the right processes in place and used the money in line with its guidance. The SFC issued guidance in 2000 on how colleges should deal with severance for senior members of staff but did not remind colleges of this guidance before the programme of mergers began. The SFC has acknowledged the shortcomings identified by auditors and a number of changes should increase the level of awareness and control over college severance arrangements:
From 1 April 2014, colleges were required to comply with the Scottish Public Finance Manual. This requires central government bodies to seek approval both for severance schemes and for any exceptional payments.
The SFC, in the Financial Memorandum it issued to colleges in December 2014, set out a series of key requirements for how colleges should process severance payments.
It is clear from our discussions with senior staff in the sector that statutory reports on severance arrangements have helped to emphasise the responsibilities of both management and boards in ensuring good practice is as followed.
The SFC is working with the College Development Network (an organisation that supports and facilitates the sharing of good practice) to develop and promote specific guidance and training on severance to college board members.
Ministers appoint the chairs of college boards, creating a more direct line of accountability to ministers.
The SFC has the power to call to account anyone who has not applied good practice and, where appropriate, to recover funds from the college.
Although it is too early to say whether all of these changes will be effective, they do indicate that the SFC and the Scottish Government have taken steps to minimise the risks associated with senior staff severances.
Colleges will continue to face challenges in the future 
The college sector will face ongoing challenges as it continues  to implement and embed the required changes as a result of  the  reforms. Colleges will also have a significant role in responding to the recommendations of the Commission for Developing Scotland's Young  Workforce. 
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SUPPLEMENT 1
Scotland’s colleges 2015
College mergers

Structural Reform 1
Region
Incorporated colleges prior to regionalisation
2012-13 merger dates
Current incorporated colleges
Four college regions already contained one college and have been unaffected by mergers
Borders
Borders
N/A
Borders College

Central
Forth Valley
N/A
Forth Valley College

Dumfries and Galloway
Dumfries and Galloway
N/A
Dumfries and Galloway College

West Lothian
West Lothian
N/A
West Lothian College
Six colleges were created from mergers to create six single college regions
Aberdeen and Aberdeenshire
Aberdeen
Banff and Buchan
November 2013
North East Scotland College

Ayrshire
Ayr
Kilmarnock
James Watt (North Ayrshire campuses)
August 2013
Ayrshire College

Edinburgh
Edinburgh's Telford
Jewel and Esk
Stevenson
October 2012
Edinburgh College

Fife
Adam Smith
Carnegie
Elmwood 
(non-land based courses)
August 2013
Fife College

Tayside
Angus
Dundee
November 2013
Dundee and Angus College

West
Clydebank
Reid Kerr
James Watt (Inverclyde campuses)
August 2013
West College Scotland
One region comprises a federation of two colleges, within which three colleges merged to form a new college
Lanarkshire
Coatbridge
Cumbernauld
Motherwell
South Lanarkshire
November 2013 /April 2014 2
New College Lanarkshire
South Lanarkshire College
The Glasgow region comprises three colleges formed from a series of mergers. The three colleges are accountable to the Glasgow Colleges Regional Board
Glasgow
City of Glasgow
N/A
City of Glasgow College


John Wheatley
North Glasgow
Stow
November 2013
Glasgow Kelvin College


Anniesland
Cardonald
Langside
August 2013
Glasgow Clyde College
One region comprises the five other incorporated colleges and eight other colleges and research institutes that make up The University of Highlands and Islands (UHI)
The Highlands and Islands (UHI acts as the regional college board)
Inverness 
Lews Castle
Moray
North Highland
Perth
N/A
Inverness 
Lews Castle
Moray
North Highland
Perth 

(operating as UHI campuses)




Notes: 
1. Barony College, Oatridge College and Elmwood College (land-based courses) merged with the Scottish Agricultural College on 1 October 2012 to form SRUC, a new higher education institution focused on rural and land-based education.
2. Cumbernauld College and Motherwell College merged in November 2013 to form New College Lanarkshire. On  1  April  2014, Cumbernauld College also merged into this institution.
































SUPPLEMENT 2
Scotland’s colleges 2015
Performance measures used in 2014-15 outcome  agreements

SFC priorities
National measures
Efficient and sustainable regional structures
Non-SFC income as % of total income

Current assets: current liabilities ratio

Days' cash to expenditure

Gross carbon footprint (three-year period)
The right learning in 
the right place
Student number
Volume of SUMs delivered
Priority groups
Proportion of SUMs delivered to learners aged 16-19 and 20-24

Proportion of SUMs delivered to full-time learners aged 16-19 and 20-24
Access and equality
Proportion of SUMs delivered to learners in the most deprived 10% postcodes areas in Scotland

Volume of SUMs relating to learners from different protected characteristic groups and care leavers (where data is available)

Volume of SUMs relating to learners with profound and complex needs enrolled on courses involving formal recognition of achievement
Schools/College
Volume of SUMs delivered to learners at S3 and above as part of ‘school-college’ provision
High quality learning
Qualifications
Percentage of enrolled students successfully achieving a recognised qualification
Progression
Number and proportion of learners progressing from each of the different SCQF levels into a higher level of study within the same college

Number and proportion of successful students who have achieved HNC or HND qualifications articulating to degree level courses with advanced standing
Destination and employment
Number and proportion of full-time college qualifiers in work, training and/or further study 3-6 months after qualifying (enhanced return to be developed and piloted through 2013-14; baseline to be set autumn 2014)
Employer engagement
Number of all apprenticeships supported at the college (those eligible for SFC funding); the number of starts and forecast completions for direct contracted apprenticeships (e.g. in construction); the number of places delivered through SDS employability fund (EF) (starts and forecast completions) as a proportion of all the SDS EF places allocated in a region

Amount of all employer-related activity

Levels of non-SFC income generated

Number of full-time learners with substantial placements (more than ten days) in business and industry
.


Source: Colleges Putting the learner at the centre. Summary of progress and 2014-15 outcome agreements, Scottish Funding Council, 2014


