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Background

1. HEFCE is the most recent in a line of intermediate, or "buffer", bodies which have responsibility on behalf of the Government for funding universities.  The original buffer body - the UGC - was established in 1919 at a time when Government grants for universities were becoming significant.  Prior to that, universities had been largely self-funding, relying on their own income and income from student fees.  Ironically, the reason for the establishment of the UGC at that time was precisely in order to protect universities from direct intervention by the Government.  It was feared that universities were at risk of undue pressure, with the Government’s increasing financial stake.  
2. After 70 years of the UGC the "Grants Committee" was replaced by" Funding Councils" separately for universities and for polytechnics and colleges, and in 1992 HEFCE was established as a funding council for all higher education in England, with parallel bodies in Wales and Scotland.  The change in the name from "Grants Committee" to "Funding Council" was thought to be significant, and generally represented a shift from grants which universities received as of right to funding which universities received more by way of a contractual relationship.

3. Besides the change in the name, and the change in attitude to the funds provided by the state to universities, there has been a marked shift since the days of the UGC in the relationship between the buffer body and its clients.  Over the 70 year period the UGC moved in its relationship with universities from being a largely benign and paternalistic provider of grants to increasingly being a planner of the higher education system.  It took considerable interest in the details of the provision of each university, and it did not hesitate for example to tell universities what subjects they could and could not offer and the conditions under which they should offer them, nor to rationalise provision by moving subjects  out of one university and into another.  On the other hand, the UGC was generally held in high esteem by the universities (in part, no doubt, because its membership largely comprised of senior academics and in part because for most of its existence money was relatively plentiful).  
Reliance on the market

4. By contrast to the UGC, the funding councils have had a much more of a hands-off relationship with their institutions, and they rely much more on a contractual approach, on competition and on the market to regulate the affairs of universities.  Nevertheless, although the interventions of the funding councils in the affairs of individual institutions are generally less direct than that of the UGC these are nevertheless numerous and onerous.  Indeed, the quality assurance processes, the mechanisms for specific funding, the requirements for information provision and the accountability processes are certainly more numerous than under the UGC.  Undoubtedly HEFCE has increased the regulatory and compliance burden on institutions.   It is as well to be clear about the difference between the imposition of accountability and regulatory requirements on the one hand and controll over the affairs of universities on the other.  These burdens are burdens no doubt, and they are more numerous and more onerous than previously.  But they do not represent an erosion of the autonomy of universities:  HEFCE intrudes very little on the running of individual universities, which retain a greater degree of autonomy than under previous regimes.
5. Over the past decade, then,  the relationship between the funding body and institutions has seen less direct forms of intervention, with a greater reliance on competition and the market.  In part, that is simply a reflection of the dominant ideology of the day.  In part though it is a reflection of a realisation that the self-interest of universities as they respond to the market is a generally effective way of optimising matters, and that local decisions in response to local circumstances are generally more likely to be successful than centrally imposed decisions.  Nevertheless, this general sentiment is neither universal nor unambiguous, and the rhetoric of market-reliance is often apparently contradicted by the behaviour of those in central authority, including the Funding Council, which can engage in behaviour that appears to run counter to the professed trust in the market.  This is not surprising.  
6. First, there are political issues.  It is difficult for ministers and politicians more generally to hold back from trying to influence -- or even to determine -- how the sector progresses, and even how individual universities progress, rather than leaving that to the workings of the invisible hand.  And often, there are genuine considerations of public policy which lead to intervention of one sort or another -- the establishment of The Office for Fair Access, for example, or the determination of the level of tuition fees (there are few if any jurisdictions in the world where the Government does not exercise some sort of power over the level of tuition fees in public universities).  Another public policy consideration is the extent of public expenditure on higher education.  It is this that constrains the number of full-time undergraduate students that institutions are permitted to recruit -- a matter that is of considerable irritation to some universities (though this is actually more symbolic than real), but is perfectly understandable from a public policy perspective.  
7. Second, the results of reliance on the market as the sole mechanism for determining the direction of the higher education system are sometimes seen to damage the national interest.  An example of that recently is the concern that has arisen over the future of key subjects like chemistry, physics and modern languages.  It is feared that these might dwindle to the point of extinction if universities are allowed to make decisions about their continuation based purely on their own self-interest and in response to market conditions.   (It has to be noted in this context that the market conditions in question are not only to do with student demand, but also with HEFCE’s funding methods, including the degree of selectivity for the funding of research and the rate of funding for each subject, both of which are explicit decisions by HEFCE and not the market at work pure and simple).  The point here is that there is a national interest which transcends the interests of individual universities, and may not be advanced by the market.  Moreover, the way universities are constituted and governed at present in fact requires them to have regard only to their own interests – not to those of a wider public.
8. A final consideration is that even if there were a predisposition to rely exclusively on the market, that would presuppose the existence of well-developed mechanisms that allowed the market to work well.  Most particularly, there would need to be confidence that good information was in place to inform the market, and students and other consumers in particular.  That is in part what the teaching quality assurance processes, the performance indicators and the student satisfaction surveys are intended to provide.  But sufficient information has not existed in the past for confident reliance on the market, and it is unlikely to be available in the near future.
9. Despite these qualifications, the market plays an increasingly important role in governing the affairs of universities, and in this generally market environment, HEFCE has two roles.  Its first is that of a market regulator; its second to protect the national interest, and in particular to maintain a part of the national infrastructure on which the nation depends.  
Market regulation

10. There are two main functions related to market regulation: to enable the market to function properly and also to protect the consumer.  The need for good information to inform the market has already been referred to.  This is a key  function that a market regulator should fulfill, in pursuance of its role to optimise the effectiveness of the market.

11. Consumer protection is another of the market regulator's  roles, despite the general market maxim of "caveat emptor".  Arguably as the higher education market functions better, consumer protection may become less pressing as a function, but there is likely to continue to be an element of this however mature the market becomes.  Although universities are not in the quasi-monopolistic position of many utilities, politically the "caveat emptor" notion is unlikely to appeal, particularly as the main consumers of higher education are young and inexperienced, and may be more vulnerable than consumers in other regulated markets.  And as mentioned above, no public universities anywhere in the world are free to set their own fees without the involvement of the Government or funding body.

12. One consumer protection function that is required in many other higher education systems, that has not been greatly required here, concerns the accreditation of new universities.  This is to ensure that all "universities" meet a certain minimum standard, and that students can enroll in any institution that calls itself a “university” in the confident knowledge that it meets that minimum standard.  Although we do not formally have an accreditation body in this country, the main responsibility for advising the Government and the Privy Council about institutions that apply for university status falls to the QAA, though HEFCE is also consulted.  Whereas this has not been a major function in the past, when the only applicants for university status have been existing colleges, with the increasing likelihood of private universities following the relaxation of the rules for university title, this may become an increasingly important function, and one in which HEFCE may play an increasingly important part.

13. Commenting on HEFCE's role as market regulator in the course of his speech to the HEPI seminar on Relations between Government, Funding Council and Universities, in January 2004, Sir Howard Davies, who, as Deputy Chairman of the Bank of England, Chairman of the Financial Services Authority and Head of the Audit Commission, had extensive experience as a senior regulator, argued powerfully in support of the Lambert review's conclusion in favour of risk-based regulation.  He argued that regulation should be kept to a minimum, and should be limited to those areas and those institutions where there was a likelihood of problems arising.  A copy of Sir Howard's speech is attached for reference.
National Interest

14. Arguably, as Government funding, and therefore the sort of direct control that that enables, reduces, there is need for more, not less regulation, in order to ensure the public interest.  At least it is not self evident that increasing student fees, and therefore the lower proportion of income accounted for by HEFCE grant, necessarily implies less regulation.  Accordingly, the dichotomy suggested in Art Hauptman's paper, between a regulatory approach and a market-based approach, may need to be refined in the English context.  A market-based approach requires regulation precisely to allow the market to function, but also to ensure that the public interest is met by the nation's universities, not only because public funding is involved, but because universities and what they do are a crucial feature of the country's infrastructure, like roads and telecommunications.  The dichotomy, rather, is between regulation within a market-based approach on one hand, and more direct control on the other.  The question for HEFCE, then, is how extensively its regulatory functions should range, what it should regulate, and how.

15. This is difficult, and possibly dangerous, territory.  Perceptions of the national interest are not clear cut, are certainly value based, and may be ephemeral.  There are those who argue that universities transcend the interests of individual governments and even individual generations.  On this view, universities are not only part of the immediate infrastructure that needs nurturing in order to enable the nation to thrive in a competitive world:  they may be regarded as part of the deep infrastructure and constitutional apparatus of the country, with a status similar to the media and religion.  Indeed, in some countries that is explicitly recognised, where the higher education law makes reference to the role of universities in maintaining civic society and national values.
16. Putting such complications to one side, the dimensions of the national interest which HEFCE – alone or in partnership with others - ought to consider its business to promote include:

a. To secure and ensure appropriate levels of teaching quality and standards.  This would remain a legitimate function of a funding body, even if all universities were private.  The nation requires highly qualified manpower, and it is a function of universities to supply this.  The mechanisms for ensuring this need to be considered, as does the balance between ensuring minimum acceptable standards and seeking to achieve improvements in teaching.  
b. To protect the brand and reputation of UK higher education in overseas markets - another reason for HEFCE’s interest in quality.  While it is true that in a market environment universities with poor quality will eventually suffer, information is partial and other factors are at play which may distort the market – for example universities from other countries seeking to undermine the reputation of UK higher education.  In a situation where the activities of one university can damage others, it is not sufficient to leave it to the market to regulate this.
c. To secure a world-class research base.  To thrive as a knowledge economy, the country needs a high quality and competitive research base, and this is primarily provided by our universities.  HEFCE needs to ensure that processes are in place – the RAE, selective funding of research, the provision of research capital  etc – that will ensure this.  As with teaching, here HEFCE is essentially ensuring the maintenance in good shape of a part of the nation’s infrastructure.
d. Neither HEFCE nor the UFC or UGC before it have been charged with ensuring that there is sufficiency of higher education provision in the country – neither in total, nor for individual subjects nor by region.  As higher education is regarded increasingly as part of the nation’s infrastructure, attitudes to it in this respect are changing.  HEFCE has already been asked to consider the provision of ‘at risk’ subjects; and regional bodies are taking an active interest in the availability in their regions of courses and research facilities.  This is another ‘infrastructural’ responsibility that HEFCE will increasingly be expected to adopt.
e. To ensure value for money, not only for the resources provided from the public purse, but more generally.  Whatever the level of investment in HE, the more efficiently it is used, the further the investment will go.  It cannot be the job of HEFCE to ensure that every spending decision in every university is made optimally.  But HEFCE does have an interest in ensuring that the outputs achieved with the investment made in higher education are, as a whole, optimised.  More particularly HEFCE also has a responsibility to ensure that public resources are well spent.
f. To ensure good governance.  HEFCE’s interest in good governance is essentially an aspect of its interest in securing value for money.  If it can be confident that universities are well governed, then it can be more confident that resources will be well used.  It has to be noted in passing that in objective terms the governance arrangements of universities – which are self appointing, and accountable to no-one – would not pass muster in the wider world.  But by and large they work, and it is best to avoid trying to fix a working model.
g. To ensure political trust.  One of the roles claimed for a ‘buffer body’ is that it acts as an honest broker between government and universities.  HEFCE can only do this if it is seen by the Government as independent of the universities and by universities as independent of the Government.  The latter is increasingly difficult as the Government relies on HEFCE to deliver its objectives for universities.  But anyway, it is arguable that the more important function is for HEFCE to ensure that the Government is satisfied that pubic investment in the universities is worth making; and for this it needs to satisfy the Government that it is not simply a spokesman for the university system.
17. These are complex issues which will determine the nature of HEFCE in the future.  HEFCE will need to consider how to engage with each of these functions – whether alone, in partnership with others or ceding to others the responsibility for doing so -and the mechanisms for taking each forward.  It will also need to consider whether its organisation and staffing are suitable to meet these challenges – which will require different approaches and skills than in the past.
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As Bahram knows, I have spent a large part – too large a part – of my life as a regulator.  Five and a half years at the Audit Commission, and, more recently, six and a half years at the FSA.  So a total of twelve years picking nits, manufacturing red tape and generally hindering the processes of innovation and wealth creation.  It is a proud record, which few can rival.

It is in fact hard to know what one has achieved as a regulator.  Survival is often enough, or indeed all that can be achieved.  But during these twelve mis-spent years I did learn something about the theory and practice of regulation.  So I will attempt this morning to draw some of those lessons for the regulation of the Higher Education sector, both today and tomorrow.

I am conscious that in this area I am a neophyte.  Some will have seen the Private Eye column – the neophiliacs.  Black is the new white etc.  There is a sense in which that can be adapted to regulation.  Sometimes it seems that regulation is the new policy making.  If so, I suspect it is doomed to failure. But that is jumping ahead.

At the FSA, one of the crosses I had to bear was the Financial Times.  If anything went wrong in the City, their instinct was to blame the regulator.  Why did the regulator not prevent this misselling / fraud / misrepresentation? Why were we not a bloodhound, rather than a watchdog?

The fact that the FT itself has not broken a City scandal story for about a decade perhaps made their criticisms even more bitter.

Lambert on Regulation

So imagine my surprise when I read Richard Lambert’s Review of Business – University Collaboration, when I found the FSA quoted as an authority on the new approach to regulation.  Lambert argues for risk-based regulation.  He says, “Government needs to have confidence that universities can be relied upon to meet the needs of their broad range of stakeholders in delivering against Government objectives” (that is a questionable formulation, but let that pass).  “In return, universities need to feel that if they do conduct their affairs efficiently, they will be given a greater degree of freedom and flexibility than they currently enjoy.”  (As for me, I have no feelings when it comes to managing an institution, but again let that pass).

He goes on to point out that “the concept of risk-based regulation is increasingly being recognised in both the private and public sector.”  (sic).  “The Financial Services Authority moved to a risk based approach to regulation in 2000, focussing its resources, and therefore the regulatory pressure, on higher risk companies”.  Indeed in the same paragraph he goes on to commend the approach taken by the Audit Commission as well.  Modesty forbids me from mentioning my role in that area.

He goes on to argue that “it is time to consider a risk based approach to regulating the university sector”.  

“Those universities which are well governed, which have sound financial management and which meet performance targets should expect a much lighter burden of regulation than those which fail to meet these benchmarks.  (Note the elision from targets to benchmarks).  In the longer run, a robust system of risk assessment could also be used to grant greater financial freedom to the best-run universities.  This would allow institutions real scope to manage their own destinies”. 

As a practical objective he thinks that the Funding Council could develop, “without additional auditing burden, a risk scorecard for each university that can be used by every funder or regulator in this sector.”  Whether that could be done so simply, I wonder.  But it is an attractive idea in theory.   And Lambert goes on to make some practical and useful suggestions about the ways of achieving a lighter touch in regulation in practice.

Oddly, in this generally sensible passage on regulation, (though it is only 1 of 133 pages of the review,) Richard Lambert did not refer to the proposed new regulator, the Office of Fair Access.  Perhaps one might argue that he could not analyse a regulator which does not yet exist.  But, though he did not offer a view directly, we might think it, to say the least, odd, to add another regulator against the background of the Lambert Report recommendations.

Once again, though, I am jumping ahead a little.  And I think my role today is to try to bring the experience of regulating elsewhere to bear on regulating universities.  Against the background of the experiences I have had, and what I have learned about the theory and practice of regulation, how might we assess the proposals for Offa?

To hazard an answer to that question, I have tried to pull back from the specifics of universities, and to ask what I have found to be the success factors elsewhere.  

Key Success Factors for Regulators

From that reflection, I suggest there are four crucial success factors which are essential prerequisites for an effective and useful regulator.  They are:

First, clarity of objectives.

In the past, financial regulators were not given straightforward objectives.  All the previous legislation was cast in terms of the scope of regulation, and the powers which the regulator had.  Nowhere in the legislation did it describe just what the regulator was supposed to be achieving with those powers.  That changed with the Financial Services Markets Act, in which the FSA was given clear objectives to pursue.  Of course not all of them are measurable in a straightforward way, and it is inherent in some forms of public policy related regulation that they will not be.  But even something as apparently vague as “maintaining market confidence” can nonetheless be measured with some degree of certainty.  We certainly know when there is no confidence in financial markets, for example.

The recent changes in the Audit Commission’s approach also demonstrate the importance of clear objectives.  In the past, the Commission was required to promote economy efficiency and effectiveness in the use of resources, but that could be an endless task, and there were no objective measures, or indeed even relatively objective measures which told you where to focus your efforts and, indeed, when to stop.  (Use of upper quartile methodology – challenged by a councillor).  

The second key success factor is clarity of turf.  Some of the worst problems in regulation arise when different regulators are responsible for different aspects of the performance of a regulated entity.  (Environmental Health and Trading Standards example).  The US financial system suffers greatly from this and their regulators spend a good proportion of their time on turf wars.  Ours used to fight over sods in the financial sector as well, until the merger of regulators in the FSA.  

This is now a general trend around the world in financial services, and indeed in other parts of economic life here the Government have chosen regulatory consolidation, in my view wisely.  Ofgem and Ofcom are two other good examples.  By bringing previously separate responsibilities together, these reforms allow the regulator to look at the performance of institutions in the round, and facilitate risk-based regulation.  If an institution is generally well managed and delivering well on some of its key aims, then there is a reasonable chance that it will be elsewhere.  You can determine dipstick measures of compliance and good practice which will give you, cheaply, a reasonably reliable reading.  

So the old tendency, if the were a new set of policy objectives, to set up a new regulator to monitor them, has, in other areas, been rejected in favour of regulators with broader coverage, and the ability to make trade-off decisions on resource use within them.  I strongly support this aspect of Government policy.

The third requirement for good regulation is that the constituency being regulated should broadly accept the legitimacy of the regulator itself, and of the objectives it is trying to pursue.  You will of course never get full acceptance, indeed if there were full acceptance, then it is arguable that the regulator should not be needed at all.  But the financial sector certainly accepted the legitimacy of the FSA’s overall aims, and I believe that Local Authorities similarly do not contest the right of the Audit Commission to use the audit as a tool.  Some argued about the value for money objective, but not too loudly since it sounded rather peculiar to resist pressure for economy efficiency and effectiveness.

And the fourth key requirement for successful regulation is that the regulator should have the appropriate tools in her hands to punish non-compliance and create the right kind of incentives for compliant behaviour.

In the past, some financial regulators failed that test.  The Stock Exchange, for example, if companies failed to disclose relevant information to their shareholders, could only either write a letter or de-list a company.  The letter was consequence-free, while de-listing was almost never in the interests even of shareholders who had been disadvantaged by non-disclosure.

You need to be sure that you can respond in a proportionate way to problems found.  The regulator needs, therefore, a flexible range of tools which are useable, and not empty nuclear threats.

Assessing Offa

Against that background, how does the Offa proposal score?

We cannot yet give a definitive answer to that question.  We await the full glory of the Government’s proposals, which will emerge tomorrow, we are led to believe.  They will also no doubt be chewed over, perhaps even chewed-up, in their passage through Parliament.

But a preliminary assessment against these four KSF’s can perhaps be made.

First, clarity of objectives.  Here, perhaps there will be clarity, though I am not entirely sure.  The Government does wish to promote a certain form of access to universities, though whether that can most appropriately be done at the done at the particular point of selection for university entry is of course more arguable.  Certainly I think that if Offa is to be successful it will need some realistically described objectives, which are not simply in the aspirational territory.  The White Paper was vague, talking only of Access Agreements, without articulating the likely content of those agreements, except to refer to ‘the targets they set for themselves’.  That reads oddly, begging the question of what the regulator’s involvement will be.  In so far as the White Paper refers to specifics, it talks of the benchmarks being developed by HEFCE itself, which would be in place without a new body.

On the second point - clarity of turf, it would seem to me that the case for Offa as a separate entity is significantly more difficult to make out.  It is no secret that there are those close to the Funding Council, shall we say, who believe that the functions of Offa could well be carried out within it.  Indeed, as I have suggested, the trend elsewhere has been towards regulatory consolidation, rather than setting up individual regulators for individual policy aims.  I would forecast considerable, and potentially dysfunctional disputes between Offa and the Funding Council, unless there is much greater clarity at the end of the legislative process about the borderlines between their two sets of responsibilities.

My third point was that the regulator should be broadly acknowledged as legitimate by its regulated community.  Here I think there is also a difficulty.  Universities argue that they must ultimately be responsible for admissions policies.  Indeed the preamble to the first Schwartz Report says that universities must be responsible for determining their own admissions, that that is inherent in their private status.  Yet if universities really are responsible for their own admissions, why is the Government setting up a Report of this kind anyway, and why indeed is it setting up a regulator?

I expect this point will be debated at some length in Parliament, too.  Just where is the borderline between the Government and its creatures on the one hand, and Higher Education institutions on the other?  Some of the argumentation advanced by Labour backbenchers in the debate on the Bill has tended to be based on an assumption that universities can be seen as sub-departments of the DfES.  For a School like my own, which receives around 19% of its income, taking both research and teaching funding together from the Funding Councils, this seems a curious assumption.  One paper referred to the need to remove ‘surplus fee income’ from wealthier universities, as if this were tax revenue to be distributed by the Government as it chooses.

Lastly, I suggested that an effective regulator needed adequate tools to secure compliance with its requirements.

Will this be the case with Offa?  I am genuinely unsure of the answer to this question, but certainly I think an answer must be found.  It is suggested that the ultimate sanction would be financial penalties, presumably involving withdrawal of grant funding by the Funding Council, and / or the removal of the right to charge variable fees.  If that is the case, then one comes back to the question of why a separate regulator is needed, if the tools to ensure compliance are in the hands of another one.  

And will it be practical to operate in this way?  How does the accountability of the Funding Council fit in to this picture?  If a university is otherwise delivering extremely effectively on the objectives set for it by the Funding Council, does the Offa objective dominate those others, and how does that mechanism operate?  How can the accounting officer for the Funding Council satisfy his responsibilities to Parliament, if he is accepting instructions from another regulator?  Again, it would be rather simpler if he were responsible for those judgements himself, and could therefore defend them.  Howard Newby himself has drawn attention to this problem, saying that he has ‘concerns about how the regulator will relate to the HEFCE Board, and to me as accounting officer.’

Conclusions

So regulatory theory, if what I have argued could be given such a grand description, would tend to throw up some question marks about the proposals for a new regulator, question marks which have been underlined by the argumentation in the Lambert Report.  His formal recommendation (7.5) is as follows “the review recommends that funders and agencies should apply a significantly lighter touch regulatory and accountability regime to well run universities”.  

It will be interesting to know how the Government propose to respond to that recommendation.  At present, it is difficult to escape the conclusion that in setting up a new regulator in Offa, they are engaged in the ‘reculer’ bit of the famous French formulation.  Quite how they will ‘mieux sauter’ in due course remains to be seen.

My fear is that in setting up a new body they may in fact, achieve a double fault – causing difficulties for universities, while not strengthening their ability to advance their widening participation agenda.

Finally, and for the avoidance of doubt, let me say that the LSE is strongly committed to efforts to widen participation in Higher Education.  We run a number of imaginative programmes – I can say that since I inherited, rather than invented them – which are targeted at students in schools with a poor record of university entry.  My questioning today is merely about the mechanism of regulation, and of stimulating change, in a very diverse set of institutions.

