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Summary: Intervention and Options

What is the problem under consideration? Why is government intervention necessary?

With tighter resources as a result of the Spending Review 2010 — the overall Further Education (FE) and
Skills budget will be reduced by 25% between 2011/12 and 2014/15 — the challenge is to ensure that the
remaining government investment in this area is targeted such that its economic impact is maximised.

Skills make an important contribution to economic growth, both through raising the employment
opportunities for individuals and by increasing productivity. However, the UK lags behind other OECD
countries in terms of the proportion of individuals holding qualifications at or above level 2. Government
intervention in FE and skills is justified by the presence of market failures, including spillovers to other
individuals and employers, wider benefits to society as a whole, imperfect information and credit market
constraints. Government funding should be targeted where market failures are greatest, and where
funding can have the greatest impact.

What are the policy objectives and the intended effects?

In the context of the cuts to public spending in the Spending Review 2010, it is necessary to reassess
the balance of who contributes to the costs of further education. To the extent that individuals or their
employers benefit (e.g. in the form of higher wages or increased profits), then we should look to
reassess the contribution which they make, compared to the level of subsidy. The proposed changes
remove grant funding for learners aged 24 and over, at Level 3 and above. Evidence suggests that these
qualifications bring significant future benefits to individuals, and therefore they should fund the costs to a
greater extent. However, income contingent loans — similar to those in Higher Education — will be made
available in order to provide access to the necessary finance to afford contributions upfront.

What policy options have been considered? Please justify preferred option (further details in Evidence Base)

Option 1a: Do nothing: Continue grant funding according to the pre-SR baseline. This is not a feasible
option in light of the cuts to the FE and Skills budget, and is therefore not considered further. It is used
as a theoretical baseline against which to assess the impacts of the alternative options.

Option 1b: Continue grant funding to the same amount we could afford through loans (net of learner
repayments).

Option 2: Stop grant funding provision for new learners from the 2013/14 academic year (and do not replace
with any system of loans). This has been ruled out because of the large estimated reduction in learner
numbers and thus in economic value added.

Option 3: Replace grant funding with income contingent HE-style loans. This option would enable support to
be provided to learners at the point of access, thus overcoming problems in accessing finance. Loans would
only become payable when the learner had reached the prescribed earnings threshold.

Option 4: Replace grant funding with Professional Career and Development style loans. Loans would be
provided by commercial organisations at the market rate. This has been ruled out on the basis that it
does not meet policy requirements in terms of providing the necessary access to loans, and has thus not
been considered further, nor presented as a summary sheet.

When will the policy be reviewed to establish its impact and the extent to which |t will be reviewed after the
the policy objectives have been achieved? first year of operation.

Are there arrangements in place that will allow a systematic collection of Yes
monitoring information for future policy review?
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Chief Economist Sign-off For consultation stage Impact Assessments:

The Chief Economist has been consulted on this Impact Assessment. The overall
approach to the cost-benefit analysis has been approved, and the Chief Economist
advises that, given the available evidence, the Impact Assessment represents a
reasonable view of the likely costs, benefits and impacts of the leading options.

Signed by the responsible:

Ken Warwick, BIS Deputy Chief Economist Date: 26" July 2011.
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Summary: Analysis and Evidence Policy Option 1b

Description: Continue grant funding for individuals aged 24+ at Level 3 and above, as under the current system, but at a
reduced level. Under this option, the number of learners would be determined by the amount of funding available for loans
under the preferred option.

Price Base PV Base Time Period Net Benefit (Present Value (PV)) (£m)
Year: Year: Years Low: High: Best Estimate: -34,170
2011 2013/14 46
COSTS (Em) Total Transition Average Annual Total Cost
(Constant Price)  Years (excl. Transition) (Constant Price) (Present Value)
Low
High
Best Estimate N/A 1,720 39,500

annual cohorts.

Description and scale of key monetised costs by ‘main affected groups’
The estimates above refer to learners starting their courses over a ten-year period — thus implying 10

The costs are in terms of future value added which is foregone, due to the reduction in learner numbers
compared to the baseline. Relative to the baseline, there will be around 35,000 fewer learner starts in
2013/14, and 77,000 fewer in each year from 2014/15 onwards. There is strong evidence that learning
generates substantial economic benefits (described in the evidence base section), which are realised over
[the rest of the learner’s working life. Under this option, the economic value added, discounted over their
lifetime, is around £1.9 billion lower for the cohort of learners starting their courses in 2013/14, and £4.9 billion
lower for each cohort from 2014/15 onwards (the costs for subsequent cohorts are further discounted to
reflect the later ‘starting point’). These benefits would have been realised over the rest of the learners’
working lives, amounting to a period of 46 years in total.

See Annex 5: Annual profile of monetised costs and benefits for full derivation of average annual costs.

Other key non-monetised costs by ‘main affected groups’

IResearch suggests that there are wider social benefits associated with adult learning, such as improved
confidence, positive impacts on health, and a reduced propensity to commit crime. Such benefits would also
be foregone given the lower number of learners compared to the baseline. However, they are more difficult to

quantify.
BENEFITS (Em) Total Transition Average Annual Total Benefit
(Constant Price)  Years (excl. Transition) (Constant Price) (Present Value)
Low
High
Best Estimate N/A 137 5,330



http://www.bis.gov.uk/assets/biscore/further-education-skills/docs/F/11-1218a-further-education-loans-impact-assessment-annex-5

Description and scale of key monetised benefits by ‘main affected groups’

The estimates above refer to learners starting their courses over a ten-year period — thus implying 10
annual cohorts. These benefits will all be incurred over the next ten years, but the average annual benefits (in
the table above) are calculated over a period of 46 years in order to make them comparable with the benefits
under the preferred option (where loans are repaid over a period of up to 30 years) and with the costs
presented in relation to this option. The fact that these benefits are realised over a shorter time period than
the costs is taken into account when calculating the NPV figures in the table above. See Annex 5: Annual
profile of monetised costs and benefits for full derivation of average annual benefits.

The key monetised benefits of the preferred option include the reduction in government funding costs, due
[to the fact that fewer learners are being supported. This reduction in funding amounts to around £64m in
2013/14 and £170m in each year from 2014/15 onwards. There will also be a lower level of contributions
|paid by individuals and their employers, amounting to around £13m less in 2014/15 and £38m less in
each year from 2014/15 onwards. This reflects the fact that although more qualifications will be wholly
privately-funded (due to the removal of government funding which was previously deadweight), this will be
outweighed by the reduction in individual and employer contributions towards co-funded qualifications.

On top of this, the lower level of learning compared to the baseline means that less output will be foregone
whilst learning takes place. Compared to the baseline, this amounts to around £181m for the 2013/14 cohort,
and £461m for each cohort of learners from 2014/15 onwards.

Other key non-monetised benefits by ‘main affected groups’

Because more qualifications will be wholly privately-funded, this could provide incentives for learners and
their employers to choose courses with greater and more certain economic value, thus enhancing the value
of the learning which does take place. However, the evidence presented in the ‘evidence base’ section
suggests that deadweight in publicly-funded provision is relatively low, and therefore this effect is likely to be
small. In any case, it is difficult to quantify the impact of this effect on the economic value of courses
undertaken.

Key assumptions/sensitivities/risks Discount rate (%) [3.5, 3

e Based on our assessment of the evidence, we assume deadweight of around 10% across all learning
streams. In other words, if government funding was reduced and no other measures (e.g. loans) were put
in place, then 10% of learning would still go ahead on a privately-funded basis.

e This policy option would not impose any further statutory obligations or direct costs on businesses.
Therefore, this would be out-of-scope for the purposes of OIOO. Although there are indirect costs,
resulting from the reduction in skilled labour, such costs are not in scope for OIOQO.

Direct impact on business (Equivalent Annual) £m): In scope of OI00? Measure qualifies as:

Costs: | Benefits: Net: No
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Summary: Analysis and Evidence

Description: Stop grant funding for learners aged 24+ at Level 3 and above from the start of the 2013/14 academic year
(and do not replace with any system of loans).

Policy Option 2

Price Base PV Base Time Period Net Benefit (Present Value (PV)) (£m)
Year: Year: Years Low: High: Best Estimate: -81,623
2011 2013/14 46
COSTS (Em) Total Transition Average Annual Total Cost
(Constant Price)  Years (excl. Transition) (Constant Price) (Present Value)
Low
High
Best Estimate N/A 4,121 94,327

annual cohorts.

Description and scale of key monetised costs by ‘main affected groups’
The estimates above refer to learners starting their courses over a ten-year period — thus implying 10

The costs are in terms of future value added which is foregone, due to the reduction in learner numbers
compared to the baseline. Relative to the baseline, there will be around 90,000 fewer learner starts in
2013/14, and 185,000 fewer in each year from 2014/15 onwards. There is strong evidence that learning
generates substantial economic benefits (described in the evidence base section), which are realised over
[the rest of the learner’s working life. Under this option, the economic value added, discounted over their
lifetime, is around £5.8 billion lower for the cohort of learners beginning their course in 2013/14 and £11.4
billion lower for each cohort from 2014/15 onwards (the costs for subsequent cohorts are further discounted
[to reflect the later ‘starting point’). These benefits would have been realised over the rest of the learners’
working lives, amounting to a period of 46 years in total.

See Annex 5: Annual profile of monetised costs and benefits for full derivation of average annual costs.

Other key non-monetised costs by ‘main affected groups’
IResearch suggests that there are wider social benefits associated with adult learning, such as improved
confidence, positive impacts on health, and a reduced propensity to commit crime. Such benefits would also
be foregone given the lower number of learners compared to the baseline. However, they are more difficult to

quantify.
BENEFITS (£m) Total Transition Average Annual Total Benefit
(Constant Price)  Years (excl. Transition) (Constant Price) (Present Value)
Low
High
Best Estimate N/A 325 12,705



http://www.bis.gov.uk/assets/biscore/further-education-skills/docs/F/11-1218a-further-education-loans-impact-assessment-annex-5

Description and scale of key monetised benefits by ‘main affected groups’

The estimates above refer to learners starting their courses over a ten-year period — thus implying 10
annual cohorts. These benefits will all be incurred over the next ten years, but the average annual benefits (in
[the table above) are calculated over a period of 46 years in order to make them comparable with the benefits
in the preferred option (where loans are repaid over a period of up to 30 years) and with the costs presented
in relation to this option. The fact that these benefits are realised over a shorter time period than the costs is
[taken into account when calculating the NPV figures in the table above. See Annex 5: Annual profile of
monetised costs and benefits for full derivation of average annual benefits.

The key monetised benefits of the preferred option include the reduction in government funding costs due
Eo the withdrawal of funding from supporting this group of learners. In 2013/14, the saving in government
unding costs amounts to £140m — there is still some funding required to continue to fund learners carrying
over from the previous year, as well as those who start their course prior to the start of the academic year in
September. From 2014/15 onwards, the reduction in government funding costs compared to the baseline will
amount to £410m per year. There will also be a lower level of contributions paid by individuals and their
|:amployers, amounting to around £68m less in 2013/14, and £80m less in each year thereafter. This reflects

the fact that although more qualifications will be wholly privately-funded (due to the removal of government
unding which was previously deadweight), this will be outweighed by the reduction in individual and
employer contributions towards co-funded qualifications.

On top of this, the lower level of learning compared to the baseline suggests that less output will be
[foregone whilst learning takes place. Relative to the baseline, this amounts to around £0.6 billion for the
2013/14 cohort and then £1.1 billion for each cohort from 2014/15 onwards.

Other key non-monetised benefits by ‘main affected groups’

Because more qualifications will be wholly privately-funded, this could provide incentives for learners and
their employers to choose courses with greater and more certain economic value, thus enhancing the value
of the learning which does take place. However, the evidence presented in the evidence base suggests that
deadweight in publicly-funded provision is relatively low, and therefore this effect is likely to be small. In any
case, it is difficult to quantify the impact of this effect on the economic value of courses undertaken.

Key assumptions/sensitivities/risks Discount rate (%) (3.5, 3

e Based on our assessment of the evidence, we assume deadweight of around 10% across all learning
streams. In other words, if government funding was reduced and no other measures (e.g. loans) were put
in place, then 10% of learning would still go ahead on a privately-funded basis.

e This policy option would not impose any further statutory obligations or direct costs on businesses.
Therefore, this would be out-of-scope for the purposes of OlIOO. Although there are indirect costs,
resulting from the reduction in skilled labour, such costs are not in scope for OIOO.

Direct impact on business (Equivalent Annual) £m): In scope of OI00? Measure qualifies as:

Costs: | Benefits: | Net: No
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Summary: Analysis and Evidence Policy Option 3

Description: Replace grant funding with income contingent HE-style loans for individuals aged 24+ at Level 3 and
above. This option would enable support to be provided to learners at the point of access, thus overcoming
problems in accessing finance. Loans would only become payable when the learner had reached the prescribed
earnings threshold.

Price Base PV Base Time Period Net Benefit (Present Value (PV)) (£m)
vear: Year: Years Low: -36,149; High: Best Estimate: -15,174
2011 2013/14 46 as 41,945 and 5,797
must map
COSTS (Em) Total Transition Average Annual Total Cost
(Constant Price)  Years (excl. Transition) (Constant Price) (Present Value)
Low
High 1,840 41,945
Best Estimate 783 18,153

Description and scale of key monetised costs by ‘main affected groups’

The estimates above refer to learners starting their courses over a ten-year period — thus implying 10
annual cohorts.

The costs are in terms of future value added which is foregone, due to the reduction in learner numbers
compared to the baseline. Relative to the baseline, there will be around 19,000 fewer learner starts in
2013/14, and 34,000 fewer in each year from 2014/15 onwards. There is strong evidence that learning
generates substantial economic benefits (described in the evidence base section), which are realised over
[the rest of the learner’s working life. Under this option, the economic value added, discounted over their
lifetime, is around £0.9 billion lower for the cohort of learners starting their courses in 2013/14, and £2.1 billion
lower for the 2014/15 cohort onwards (the costs for subsequent cohorts are further discounted to reflect the
later ‘starting point’). These benefits would have been realised over the rest of the learners’ working lives,
amounting to a period of 46 years in total.

|Under this option, learners will also pay higher contributions, amounting to around £32m more for the
cohort of learners beginning their course in 2013/14, compared to the baseline, and £108m more for each
cohort from 2014/15 onwards. These repayments will potentially be made over the rest of the learners’
working lives — up until 30 years after their course has ended, when any unpaid loans would be written off.

There are direct costs to businesses under this option, the derivation of which is outlined in more detail in the
evidence base section. There would be an initial compliance cost of £1m to collect repayments for loans,
which would be incurred in the 2015/16 financial year — in preparation for the first cohort, due to enter
repayment in 2016/17. Then, from 2016/17 onwards, there would be an estimated annual cost of £1m per
year. This reflects the cost of two obligations for employers — to make the necessary salary deductions each
month, and to submit annual returns to HM Revenue and Customs (HMRC) on the repayments deducted by
[the employer.

The ‘high’ costs above follow our assessment that a reasonable lower bound would be to assume that take-
up of loans is such that 60% of the learners, who would have been supported under the baseline, would still
go ahead with learning under this option. Under this assumption, the number of learner starts would be
46,000 lower than the baseline in 2013/14, and 87,000 lower in each year from 2014/15 onwards. This
means that the reduction in value added foregone over their lifetime amounts to £2.3bn for the 2013/14
cohort, and £5.1bn for the 2014/15 cohort and each subsequent cohort. Equally, higher contributions paid by
individuals would amount to £8m for the 2013/14 cohort, and £36m for the 2014/15 cohort and each cohort
[thereafter. Cost to businesses, in terms of administering loan repayments, would be the same as under our
best estimate.

See Annex 5: Annual profile of monetised costs and benefits for full derivation of average annual costs.



http://www.bis.gov.uk/assets/biscore/further-education-skills/docs/F/11-1218a-further-education-loans-impact-assessment-annex-5

Other key non-monetised costs by ‘main affected groups’

IResearch suggests that there are wider social benefits associated with adult learning, such as improved
confidence, positive impacts on health, and a reduced propensity to commit crime. Such benefits would also
be foregone given the lower number of learners compared to the baseline. However, they are more difficult to
quantify.

BENEFITS (E£m) Total Transition Average Annual Total Benefit
(Constant Price)  Years (excl. Transition) (Constant Price) (Present Value)

Low

High 146 5,797

Best Estimate N/A 84 2,979

Description and scale of key monetised benefits by ‘main affected groups’

The estimates above refer to learners starting their courses over a ten-year period — thus implying 10
annual cohorts.

The key monetised benefits of the preferred option include the reduction in government funding costs, due
[to the fact that more financial responsibility is being placed on learners to fund the costs of their course. In
each year from 2014/15 onwards, the initial outlay is only slightly lower than under the baseline (£398m
under the preferred option, compared to £410m under the baseline), but given that 40% of this will be repaid
under the preferred option, net government funding will be £170m lower than under the baseline. However,
[this will be repaid over the period after learners have completed their learning, potentially up to 30 years. In
2013/14, £269m is available through grant funding (of which none will be repaid), and £129m through loans
(of which 40% will ultimately be repaid). Therefore, total government costs — net of learner repayments — will
be £64m lower than under the baseline.

On top of this, the lower level of learning compared to the baseline suggests that less output will be
[foregone whilst learning takes place. Compared to the baseline, this amounts to £201m less for each cohort
of learners starting their course from 2014/15 onwards. This benefit will be a short-term one - realised over
[the period when learning would have taken place. For the 2013/14 cohort, this benefit will amount to £100m.

The ‘high’ benefits follow our assessment that a reasonable lower bound would be to assume that take-up of
loans is such that 60% of the learners, who would have been supported under the baseline, would still go
ahead with learning under this option. Under this assumption, government funding costs — net of learner
repayments — would be £86m lower relative to the baseline in 2013/14, and £238m lower in each year from
2014/15 onwards. Foregone output would be £248m lower for the 2013/14 cohort of learners, and £484m
lower for the 2014/15 cohort, and each cohort thereafter.

See Annex 5: Annual profile of monetised costs and benefits for full derivation of average annual benefits.

Other key non-monetised benefits by ‘main affected groups’

The preferred option could also provide incentives for learners to undertake courses with greater and more
certain economic value, thus enhancing the value of the learning which does take place. Learners could also
place greater focus on quality and the practical relevance of the course undertaken, which could have
similarly positive effects. This would mitigate some of the reduction in foregone value added outlined in the
‘costs’ section above, but the extent of this is difficult to quantify.

Key assumptions/sensitivities/risks Discount rate (%) | 3.5,3



http://www.bis.gov.uk/assets/biscore/further-education-skills/docs/F/11-1218a-further-education-loans-impact-assessment-annex-5

e For our best estimate, we adopt the position that all of the funding available for loans will be taken up; in
other words, demand for loans will match their supply. However, because fewer learners can be
supported under the preferred option compared to option 1a, only around 80% of the learners who would
have been supported under the baseline would need to take up loans in order for this to be the case. This
position is based on our assessment of the evidence, outlined in detail in the evidence base section,
combined with the fact that work will be undertaken to increase awareness and knowledge of loans,
ensuring that communication messages are framed and targeted effectively. However, there is a risk of
lower take-up, which would mean that the loss of learners would be greater than implied by this analysis.
For this reason, our lower bound estimate of NPV is based on only 60% of the learners, who would have
been supported under the pre-Spending Review baseline, taking up loans. Again, this position is based
on our assessment of the evidence, outlined in detail in the evidence base.

e We also adopt the position that 40% of loans will be repaid by learners. This is based on the best
available evidence, but there is a degree of uncertainty as this group is different in many respects from
HE learners, for whom an income-contingent loan system is already in place. In particular, FE learners
have lower incomes on average than HE learners; as a result, the proportion of loans which will be repaid
is lower than in Higher Education. BIS are carrying out further research and analysis to improve the
accuracy of the simulation model which calculates this Resource Accounting and Budgeting (RAB)
charge in relation to FE loans.

e Based on our assessment of the evidence, we assume deadweight of around 10% across all learning
streams. In other words, if government funding was reduced and no other measures (e.g. loans) were put
in place, then 10% of learning would still go ahead on a privately-funded basis.

e This option is within scope for OIOO because of the direct costs to businesses outlined in the costs
section above. There will also be indirect costs to businesses in terms of the negative impact on
productivity stemming from the reduction in the amount of skilled labour. However, the latter represents
an indirect cost to businesses, and is therefore not in scope for OlIOO0.

Direct impact on business (Equivalent Annual) £m): In scope of OI00? Measure qualifies as:

Costs: £1.0 | Benefits: 0 | Net: £-1.0 Yes In

Enforcement, Implementation and Wider Impacts

What is the geographic coverage of the policy/option? England

From what date will the policy be implemented?

Which organisation(s) will enforce the policy? N/A

What is the annual change in enforcement cost (£m)? N/A

Does enforcement comply with Hampton principles? Yes

Does implementation go beyond minimum EU requirements? No

What is the CO, equivalent change in greenhouse gas emissions? Traded: Non-traded:
(Million tonnes CO2 equivalent)

Does the proposal have an impact on competition? No

What proportion (%) of Total PV costs/benefits is directly attributable to Costs: Benefits:
primary legislation, if applicable?

Annual cost (£Em) per organisation Micro <20 Small Medium | Large
(excl. Transition) (Constant Price)

Are any of these organisations exempt? N/A N/A N/A N/A N/A




Specific Impact Tests: Checklist

Set out in the table below where information on any SITs undertaken as part of the analysis of the policy
options can be found in the evidence base. For guidance on how to complete each test, double-click on
the link for the guidance provided by the relevant department.

Please note this checklist is not intended to list each and every statutory consideration that departments
should take into account when deciding which policy option to follow. It is the responsibility of
departments to make sure that their duties are complied with.

Does your policy option/proposal have an impact on...? Impact Page ref
within IA

Statutory equality duties’ No
Statutory Equality Duties Impact Test quidance

Economic impacts

Competition Competition Assessment Impact Test guidance No

Small firms Small Firms Impact Test guidance No

Environmental impacts

Greenhouse gas assessment Greenhouse Gas Assessment Impact Test guidance No

Wider environmental issues Wider Environmental Issues Impact Test guidance No

Social impacts

Health and well-being Health and Well-being Impact Test quidance No
Human rights Human Rights Impact Test guidance No
Justice system Justice Impact Test guidance No
Rural proofing Rural Proofing Impact Test guidance No
Sustainable development No

Sustainable Development Impact Test guidance

' Race, disability and gender Impact assessments are statutory requirements for relevant policies. Equality statutory

requirements will be expanded 2011, once the Equality Bill comes into force. Statutory equality duties part of the Equality Bill
apply to GB only. The Toolkit provides advice on statutory equality duties for public authorities with a remit in Northern Ireland.
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http://www.bis.gov.uk/policies/better-regulation/policy/scrutinising-new-regulations/preparing-impact-assessments/specific-impact-tests/statutory-Equality-Duties-Guidance
http://www.bis.gov.uk/policies/better-regulation/policy/scrutinising-new-regulations/preparing-impact-assessments/specific-impact-tests/Competition-Assessment
http://www.bis.gov.uk/policies/better-regulation/policy/scrutinising-new-regulations/preparing-impact-assessments/specific-impact-tests/Small-Firms-Impact-Test
http://www.bis.gov.uk/policies/better-regulation/policy/scrutinising-new-regulations/preparing-impact-assessments/specific-impact-tests/Greenhouse-Gas-Impact-Assessment
http://www.bis.gov.uk/policies/better-regulation/policy/scrutinising-new-regulations/preparing-impact-assessments/specific-impact-tests/Wider-Environmental-Impact-Test
http://www.bis.gov.uk/policies/better-regulation/policy/scrutinising-new-regulations/preparing-impact-assessments/specific-impact-tests/Health-and-Well-Being
http://www.bis.gov.uk/policies/better-regulation/policy/scrutinising-new-regulations/preparing-impact-assessments/specific-impact-tests/Human-Rights
http://www.bis.gov.uk/policies/better-regulation/policy/scrutinising-new-regulations/preparing-impact-assessments/specific-impact-tests/Justice-Impact-Test
http://www.bis.gov.uk/policies/better-regulation/policy/scrutinising-new-regulations/preparing-impact-assessments/specific-impact-tests/Rural-Proofing
http://www.bis.gov.uk/policies/better-regulation/policy/scrutinising-new-regulations/preparing-impact-assessments/specific-impact-tests/Sustainable-Development-Impact-Test

Evidence Base (for summary sheets) — Notes

Use this space to set out the relevant references, evidence, analysis and detailed narrative from which
you have generated your policy options or proposal. Please fill in References section.
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Include the links to relevant legislation and publications, such as public impact assessment of earlier
stages (e.g. Consultation, Final, Enactment).
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Evidence Base

Ensure that the information in this section provides clear evidence of the information provided in the
summary pages of this form (recommended maximum of 30 pages). Complete the Annual profile of
monetised costs and benefits (transition and recurring) below over the life of the preferred policy (use
the spreadsheet attached if the period is longer than 10 years).

The spreadsheet also contains an emission changes table that you will need to fill in if your measure has
an impact on greenhouse gas emissions.

Annual profile of monetised costs and benefits* - (Em) constant prices (see Annex 5:
Annual profile of monetised costs and benefits)

Yo Y, Y, Ys Y, Ys Ye Y7 Ys Y,

Transition costs

Annual recurring cost

Total annual costs

Transition benefits

Annual recurring benefits

Total annual benefits

For non-monetised benefits please see summary pages and main evidence base section

Please see attached spreadsheet for an illustration of how the benefits and costs are distributed over the
time period. When considering the costs of the foregone value added over individuals’ working lifetimes,
this is a simplified illustration. This does not take into account the fact that individuals undertaking
different courses are of different ages, and thus remain in the workforce for different lengths of time. We
have not allowed for this level of sophistication in this breakdown, but it is accounted for in the derivation
of the total estimates in the preceding summary pages.
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Evidence Base (for summary sheets)

Issue under consideration

Skills make an important contribution to economic growth, both through raising the employment
opportunities for individuals and by increasing productivity. International evidence suggests that the UK
is behind the world leaders in terms of the proportion of the working age population with higher-level
qualifications (Level 4+), and well down the ranking in the proportion holding intermediate qualifications
(Level 2/3 or above)z.

However, economic theory suggests that the costs of learning should be incurred by those who reap the
benefits:

e To the extent that individuals benefit e.g. in terms of higher wages and better employment
prospects, then they should fund their learning

e To the extent that their employers benefit e.g. in terms of increased profits or competitiveness,
then they should fund their workers’ learning

e To the extent that there are spillover effects i.e. benefits which accrue to those beyond the
individual undertaking the learning and their employer, then this provides a rationale for
government funding.

These spillovers mean that in the absence of government funding, there would be underinvestment in
skills from an economic perspective. Such spillovers could occur through the direct transfer of knowledge
from one individual to another, or indirectly through Research and Development and the adoption of new
technologies. There may also be wider benefits to society as a whole, including reduced crime® and
increased social cohesion.*

Even aside from these ‘spillovers’ and externalities, there are further market failures which may lead to
underinvestment in skills. These are:

¢ Information failures: Individuals are unaware of the benefits of learning, or of the different
options available to them

¢ Risk aversion: The future benefits of learning for individuals and their employers are variable
and uncertain, and they are unable to insure against the risk of no or low returns

¢ Credit market constraints: Individuals may not have access to the necessary finance to fund
their learning, and they are unable to use future human capital as collateral in order to secure a
loan.

With tighter resources as a result of the Spending Review 2010 - the overall FE and skills resource
budget will be reduced by 25% between 2011/12 and 2014/15 - government investment should be
targeted at learning where its impact is maximised i.e. towards individuals who would not otherwise have
undertaken learning and where the market failures are strongest. A key element of this is considering the
age groups and qualification levels which should be targeted through government investment, and which
of these groups should fund their own learning.

The evidence suggests that market failures are more acute for lower skilled individuals:
i.  The barriers to learning are greater at lower qualification levels, for example 33% of those with

no qualifications have no interest in learning, compared to 10% of those who have reached L2
and 5% of those who have reached higher education”.

2 OECD (2010), ‘Education at a Glance 2010: OECD Indicators’, OECD.

3 Machin, S., Marie, O. and Vujic, S. (2010), ‘The Crime Effect of Reducing Education’, IZA DP No. 5000, Institute for the Study
of Labor.

* Feinstein, L. and C. Hammond (2004), ‘The contribution of adult learning to health and social capital’, Centre for Research on
the Wider Benefits of Learning, Research Report No. 8.

° National Centre for Social Research (2005), ‘National Adult Learning Survey (NALS) 2005 available at:
http://www.education.gov.uk/research/data/uploadfiles/RR815.pdf
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ii.  Financial constraints: the financial barriers faced by learners, which result from the inability to
borrow against future increased productivity, are more difficult for the low skilled who are typically
poorer and have less flexibility in financing.

iii.  Information: information barriers affect the low skilled more, because they have less ability to
access information sources, and their personal networks are likely to be similarly affected.

There is also a stronger need to invest in learning for younger adults. International evidence shows that
the 19-25 age group is a critical period where the UK has traditionally fallen behind other developed
countries. The evidence suggests that for levels 2 and 3 respectively, the UK falls behind Germany and
to some extent behind the US and France. The main reason is the greater take up of vocational
qualifications in Germany and France. This suggests that a particular market failure is affecting this age
group in the UK, or alternatively it could reflect broader issues around failure at school, a lack of
motivation to carry on studying at the same level, and other cultural or social barriers. To demonstrate
this, according to Steedman et al (2004):

e Inthe UK, 48% of individuals have reached L3 by the 19 year age group, compared with 47% in
Germany. But by age 25 the proportions are 54% in the UK and 74% in Germany.

e Inthe UK, 72% of individuals have reached L2 by the 19 year age group, compared with 68% in
Germany. But by age 25, the proportions are 73% in the UK and 85% in Germany.

Furthermore, the barriers to learning for individuals who have not achieved by 19 are greater than for
those who have been successful through to age 18 and are entering Higher Education. People who have
not managed to reach L3, or in some cases even L2, by age 19, face increased disincentives to learning,
and require greater incentives to persist in learning and to achieve the level they can.

As suggested previously, to the extent that individuals benefit from learning, then they should fund its
costs. The evidence, summarised in table 1, suggests that L3 qualifications bring significant wage
benefits to individuals. So, for example, an individual with an advanced apprenticeship will earn 18%
more than a similar individual whose highest qualification is at L2. The equivalent figure for an
intermediate apprenticeship is 16% compared to similar individuals whose highest qualification is at L1
or L2. Therefore, the returns are slightly higher in percentage terms at L3, but even higher in monetary
terms because the wages of the comparison group will be higher.

Table 1: Percentage wage gain associated with each qualification type as highest qualification®

e - Wage
Level Qualification Type Re tt?rn
L3 Advanced Apprenticeship 18%
BTEC 17%
City and Guilds 17%
ONC or OND 25%
RSA 16%
NVQ3 1%
L2 Intermediate Apprenticeship 16%
BTEC 13%
City and Guilds 7%
RSA 16%
NVQ2 through workplace 10%
NVQ2 2%

¢ Jenkins (2007) and Mclintosh (2010)
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The preferred option therefore readdresses the balance in terms of who pays for further education.
Individuals at L3 and above experience significant future wage benefits, and should therefore be
expected to contribute towards the costs of their learning to a greater extent. However, the provision of
income-contingent loans will help them to access the funds they need to afford upfront contributions and
ultimately gain intermediate and higher-level skills. It therefore overcomes credit market constraints and
people’s inability to borrow against future human capital. Furthermore, because repayment will be
dependent on borrowers earning above a certain threshold (unlike a standard commercial bank loan),
this essentially insures against the risk of low or no returns, thus also helping to overcome the market
failure relating to risk aversion.

Summary

Market failures — which would lead to underinvestment in adult learning — are most pronounced for
younger and less educated individuals. As discussed previously, the evidence suggests that lower-
qualified individuals face greater barriers to learning, including information barriers and financial
constraints. International evidence also suggests that the 19-25 age range is where the UK falls behind
its competitors, thus suggesting that a particular market or cultural failure is affecting this age group in
the UK. For these reasons, Government has decided to target support at these groups.

The introduction of FE loans for learners aged 24+ and at L3 and above strikes an appropriate balance
between achieving an appropriate reduction in government spending while supporting as many learners
as possible. The evidence suggests that individuals realise significant wage benefits from L3
qualifications, and economic theory would therefore suggest that the costs they incur should reflect this.

Policy objective

In the context of the cuts to public spending in the Spending Review 2010, and the high wage returns at
Level 3 and above, the preferred option reassesses the contribution which learners make towards the
cost of their learning, compared to the level of subsidy. The proposed changes therefore remove grant
funding for learners aged 24 and over, at Level 3 and above, whilst supporting these learners to finance
qualifications through an easy-to-access, low-burden income contingent loan system, providing
borrowing on commercially competitive terms. This is in line with the Coalition’s principles of fairness and
shared responsibility. It is only fair for those who benefit the most from training to make a greater
contribution to the cost of their courses and also only fair for them to make this contribution when they
are realising those benefits.

One in One Out

The preferred proposal in this impact assessment is in scope for one in, one out rules, because it
imposes direct costs on businesses. The scope of these costs is discussed in more detail later on.

Options

The following options have been considered for learners aged 24 and over, undertaking courses at level
3 and above, to address the issue of reduced funding following the Spending Review 2010.

Option 1: Do Nothing

Continue grant funding provision according to the baseline prior to the Spending Review 2010. In light of
the resulting cuts to public spending, this is not a feasible option and is therefore not considered further.
It is used as a theoretical baseline against which to assess the impacts of the alternative options.
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Option 1b: Same System But With Reduced Funding

Continue grant funding to the same amount we could afford through loans (under option 3). In other
words, the amount which is spent on loans under the preferred option — net of learners’ repayments — is
spent on grant-funding instead.

Option 2: No Grant Funding or Loans

Stop grant funding provision for new learners from the 2013/14 academic year. This option has been
discounted on the basis that it would lead to a considerable reduction in learner numbers and a
corresponding loss of economic value.

Option 3: Income Contingent HE-Style Loans

Replace grant funding with income contingent HE-style loans. This option would enable support to be
provided to learners at the point of access. Loans would only become payable when the learner had
reached the prescribed earnings threshold.

FE loans will be made available for new learners from the 2013/14 academic year, with the first full year
expected to be the 2014/15 academic year. The Government has made £129m available for FE loans in
2013/14 and £398m in 2014/15.

FE loans will operate according to the following principles:

¢ Loans will be available for learners aged 24 and over, studying at Level 3 and above. This will
include those in receipt of active benefits (Job Seekers’ Allowance and Employment & Support
Allowance (Work-Related Activity Group)).

¢ Loans will be available to meet the upfront fee costs of training and will only be repaid once the
learner has completed their course and is earning 