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Audit summary

In Victoria, Technical and Further Education (TAFE) institutes offer vocational
programs to meet the needs of industry, individual students and the general
community. Each TAFE institute has a high degree of autonomy and is governed by a
board which is accountable to the Minister for Higher Education and Skills for its
educational and financial performance.

The Victorian Skills Commission (VSC) has a role to oversee the Victorian training
system and it delegates many of its functions to Skills Victoria, a business unit in the
Department of Education and Early Childhood Development (DEECD). Skills Victoria
supports TAFE institutes to meet government goals and targets and also manages the
government’s relationship with the institutes.

There have been major policy changes affecting TAFE institutes over the past ten
years. This has seen a shift away from a traditional model of TAFE institutes using
block funding from government to provide services to their local community. Today,
institutes operate in a contestable market where they are required to compete with
other Registered Training Organisations (RTO), both public and private, for a share of
the student market. Institutes are now encouraged to attract revenue in domestic and
international markets.

The Holmesglen Institute of TAFE (Holmesglen) is one of Victoria’s 14 stand-alone
TAFE institutes. It has been successful in expanding into overseas markets,
developing new and innovative courses, and taking on other troubled TAFE
operations, turning them into viable campuses.

In the course of the annual audit of Holmesglen’s 2010 financial statements, a
financially material loan of $6.5 million made by the institute to an RTO in financial
distress, as the first step in an acquisition strategy, was identified. Holmesglen’s board
lacked the critical information necessary to make an informed decision on the wisdom
of this transaction.

In early 2011 the Holmesglen board resolved not to proceed with the acquisition, and

began negotiations with a new buyer to recover its loan. Skills Victoria intervened and
sought assistance from the Department of Treasury and Finance to negotiate the loan
repayment. This was finalised in May 2011 and Holmesglen’s accounts were impaired
by $3 million.

This audit examined the legal authority and financial prudence of Holmesglen's
decision to enter into this arrangement as well as broader, systemic questions about
the effectiveness of oversight of the sector.
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Audit summary

Conclusions

There was inadequate and ineffective engagement between Holmesglen and Skills
Victoria over a number of years leading up to, and during, the failed acquisition
strategy. This was symptomatic of Skills Victoria’s general failure to provide sound
oversight and leadership of the TAFE sector during a period of significant strategic
repositioning. Leadership was needed to ensure that expectations of TAFE institutes
were consistent with public sector accountability frameworks and to provide assurance
on the efficient and transparent use of public resources.

Holmesglen’s acquisition strategy and provision of the loan to the RTO did not adhere
to a Standing Direction set by the Minister for Finance and was outside the Victorian
government’s policy on the management of public funds. The board was aware of this
Standing Direction and made the decision that the Direction did not apply to it without
obtaining clarity from Skills Victoria as the oversight body, its responsible minister or
the Minister for Finance.

Although the board acted in good faith during its deliberations, it did not proactively
engage with Skills Victoria during the transaction, and by failing to do so it fell short of
the expectations of propriety for a public entity.

The board did not demonstrate financial prudence in entering into this arrangement. It
lacked significant information on the RTO when making its decision to provide a loan,
and as such it was unable to sufficiently analyse risk against return. It sought to protect
Holmesglen’s funds through initiating a fixed and floating charge over the RTO.
However, sufficient regard was not given to the effectiveness of this charge as a
mitigation strategy and it ultimately proved to be ineffective.

The VSC has no processes in place to gain assurance that Skills Victoria is exercising
its functions effectively or efficiently. There were significant gaps in Skills Victoria's
knowledge of Holmesglen'’s strategies and actions, and poor communication between
these agencies exacerbated the situation.

Although overarching strategic polices have been documented and communicated to
the sector, comprehensive lower level operational policies have not been developed or
appropriately promoted to the sector.

In the absence of predetermined policies, Holmesglen sought guidance from Skills
Victoria on several issues, however, clear and timely direction was not provided. When
Skills Victoria identified concerns with Holmesglen'’s prior commercial undertakings,
definitive action was not taken. Similarly, emerging issues affecting the whole TAFE
sector were not identified or resolved in a timely manner. The ad hoc communication
prior to and during the financial transaction, and its lack of clearly documented policies
means that Skills Victoria cannot provide assurance that similar situations have not
occurred.
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Audit summary

Skills Victoria has not demonstrated that it has adapted its oversight role to respond to
the contestable market model. This transition was always going to be challenging, for
both TAFE institutes and for Skills Victoria. However, as the key oversight body, Skills
Victoria needed to drive the change.

These oversight and leadership deficiencies by Skills Victoria need to be addressed as
a priority if the TAFE sector is to move forward and play the role envisioned in the
contestable vocational education and training market policy.

Findings

Holmesglen

All public entities, such as TAFE institutes, have a responsibility to ensure that public
funds are being used economically, efficiently and effectively. Public entities are
accountable for the manner in which they exercise the authority given to them by
government.

Holmesglen'’s strategy to acquire an RTO raised a number of new issues but
Holmesglen did not make Skills Victoria aware of its decision to loan money as part of
an acquisition strategy. This lack of engagement with Skills Victoria resulted in
Holmesglen undertaking a strategy that was not supported by government or
government financial management policy and did not adhere to a Standing Direction
from the Minister for Finance. This Standing Direction constrains investment of public
entities to only low-risk transactions by requiring all investments and financial
arrangements to be made with state entities, or with entities that have a credit rating
the same or better than the state’s. The RTO did not meet this criterion.

Holmesglen provided the $6.5 million loan to the RTO as part of an acquisition strategy
before undertaking due diligence. In deciding to make the loan before due diligence
was completed, the Holmesglen board put public money at risk by inadequately
considering the likely need of repayment should the acquisition not proceed, which
was the eventual outcome. Holmesglen lacked crucial information to inform its
decisions, including an understanding of the value of the RTO, the likely income return
and timing of the return, and the liquidity and marketability of the investment. Without
this information the board’s analysis of the risk versus the potential return was limited.
Although the board appreciated this investment was high risk, the financial
arrangement by Holmesglen was not prudent and resulted in an impairment of

$3 million of public money.
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Audit summary

The new contestable model of vocational education and training provision requires
TAFE institutes to combine private sector behaviour, such as entrepreneurial pursuits,
with public sector requirements for accountability. Exactly how this was to be achieved
was never clearly outlined by Skills Victoria. Holmesglen determined its own approach
for balancing entrepreneurship against accountability and, up until this transaction, had
been operating successfully on this basis for some time. This operating style did not
include effective communication with Skills Victoria.

Oversight of the sector

As part of DEECD, Skills Victoria has policy responsibility for the TAFE sector and
specific functions delegated to it by the VSC. This includes negotiating performance
agreements and advising the minister on issuing guidelines or Ministerial Directions to
TAFE institutes.

The case study of the Holmesglen financial transaction has demonstrated that Skills
Victoria has failed to provide effective oversight of the TAFE sector.

Skills Victoria has not developed the new skills required to oversee TAFE institutes
that now operate as more autonomous bodies competing with other training providers.
The reforms required clarity about changed roles and responsibilities, yet, despite
repeated reviews finding the need for greater role clarity, the problem has not been
addressed. Confusion about roles and boundaries is evident in Skills Victoria’'s belated
involvement in the events that led to the loan repayment arrangement.

As a result of the Holmesglen financial transaction, Skills Victoria sought legal advice
from the Victorian Government Solicitor’s Office about the loan and acquisition powers
of TAFE institutes. This advice revealed a fundamental mismatch between the new
policy, which encourages TAFE institutes to be entrepreneurial and seek opportunities
interstate and overseas, and current legislation, which requires their function to be
providing education and training to Victorians.

The relationship between Skills Victoria and Holmesglen is poor and characterised by
limited communication and mutual distrust. Communication by Skills Victoria has
typically been undocumented, including crucial information such as policy intentions,
feedback on Holmesglen’s actions, expectations regarding information flow, and
minutes from key meetings.

The VSC receives regular reports from Skills Victoria about the performance of the
TAFE sector but has inadequate processes in place to assure itself that the functions
delegated to Skills Victoria have been effectively performed.

X TAFE Governance Victorian Auditor-General's Report



Audit summary

Implications for the TAFE sector

Holmesglen has a history of being the TAFE institute to implement successful new and
innovative strategies that are subsequently adopted by other TAFE institutes. Despite
the legal authority and financial prudence issues, Holmesglen's acquisition strategy
was another attempt to adapt to the changing vocational education and training
environment. Other TAFE institutes may also wish to pursue innovative strategies in
the future that may take them into untested areas of activity.

Skills Victoria has not provided the leadership necessary to resolve its position on a
number of key commercial issues central to how TAFE institutes can compete
effectively with private training providers. The absence of defined parameters around
commercial activity creates confusion and results in limited freedom for institutes to
react and respond in a competitive way to each other and to the private sector. The
lack of guidance is an even greater issue for TAFE institutes with smaller surpluses
and less commercial knowledge than Holmesglen.

Recommendations
Number Recommendation Page
1. Skills Victoria should: 14

e actively engage with TAFE institutes during the preparation
of their strategic plans

e critically review strategic plans and provide feedback to
TAFE institutes

e where appropriate, inform the Victorian Skills Commission
and the Minister for Higher Education and Skills of any
conflicts with government policy or accountability issues.

2. Holmesglen should review its investment policy to ensure that 14
investment decisions are consistent with its authority to invest,
instructions from government and government policy, and that
it embodies better practice prudential consideration.

3. The Department of Treasury and Finance should review the 14
intended application of Standing Direction 4.5.6 and consider
whether the exemption should be based on effective
investment powers rather than the legal source of powers.
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Audit summary

Xii

Recommendations — continued

Number Recommendation Page
4. Skills Victoria should: 26
o clarify the roles and responsibilities of all entities in the
TAFE sector

e develop its workforce capabilities in contemporary business
practices and business acumen to meet the demands of
TAFE sector governance

e set clear guidelines for commercial activity and state when
TAFE institutes must notify government of specific types of
decisions

e address, as a priority, the legislation and policy conflict
created by TAFE institutes expanding interstate and
overseas

e develop and implement a strategy for communicating with
TAFE institutes effectively

e examine the ability of TAFE institutes to create and use
trusts.

5. The Victorian Skills Commission should develop and 26
implement a mechanism to regularly test whether Skills Victoria
is exercising its delegated functions effectively and efficiently.

Submissions and comments received

In addition to progressive engagement during the course of the audit, in accordance
with section 16(3) of the Audit Act 1994 a copy of this report was provided to the
Department of Education and Early Childhood Development, the Department of
Treasury and Finance, the Holmesglen Institute of TAFE and the Victorian Skills
Commission with a request for submissions or comments.

Agency views have been considered in reaching our audit conclusions and are
represented to the extent relevant and warranted in preparing this report. Their full
section 16(3) submissions and comments, however, are included in Appendix B.

TAFE Governance Victorian Auditor-General's Report



1 Background

1.1 Introduction

Technical and Further Education (TAFE) institutes provide the majority of reported
vocational education and training (VET) in Victoria. VET is designed to equip students
with specific workplace skills, including technical skills, through course design
significantly influenced by industry.

There are over 1 300 providers registered to deliver VET in Victoria. They are a mix of
TAFE institutes, universities, adult community education providers and private
Registered Training Organisations (RTO). In 2008, 577 providers reported VET
activity, including 14 TAFE institutes and 216 private RTOs.

In 2010 TAFE institutes in Victoria delivered approximately 126 million student contact
hours. The total revenue for the TAFE sector was $1.585 billion, with $1.05 billion or
about 66 per cent of this revenue coming from government sources.

VET is one component of Victoria’s broader education sector and has links with both
the school system and higher education.

1.2 Roles and responsibilities

1.2.1 Victorian Skills Commission

The Victorian Skills Commission (VSC) is an industry-based body that oversees the
Victorian training system. It provides policy advice and direction to the Minister for
Higher Education and Skills on post-compulsory education and training.

The VSC has delegated many of its functions and powers to Skills Victoria, part of the
Department of Education and Early Childhood Development.

1.2.2  Skills Victoria

Skills Victoria undertakes planning, policy making, regulation and resource allocation
while also supporting TAFE institutes to meet government goals and targets. Skills
Victoria also manages the government’s relationship with TAFE institutes on a
day-to-day basis.

Victorian Auditor-General's Report TAFE Governance 1



Background

1.2.3 TAFE institutes

TAFE institutes are responsible for providing education and skills training programs
and services that meet the needs of industry, students and the general community.
There is a high degree of flexibility in the delivery of programs including
apprenticeships, traineeships, skills recognition, part time award courses and
stand-alone modules. Programs can be undertaken on campus, in workplace settings,
in partnership with secondary schools, industry and universities, and through distance
education arrangements including using online technologies.

Reporting structure

TAFE institutes are accountable to the Minister for Higher Education and Skills and
report to Skills Victoria, although they may also report to other agencies, as reflected in
Figure 1A.

Figure 1A
TAFE sector reporting lines

Minister for Higher
Education and Skills

Victorian Skills

TAFE institutes — Skills Victoria — .
Commission

Other government
entities

(e.g. Australian Skills
Quality Authority)

Source: Victorian Auditor-General’s Office.

1.2.4 Registered Training Organisations

RTOs comprise public entities, such as TAFE institutes, and approximately

1 300 private training providers. RTOs include commercial training providers, training
departments in manufacturing or service enterprises and secondary colleges providing
VET programs in schools.
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Background

With the change in vocational education policy over the past decade, all RTOs,
including TAFEs, compete for VET students, with the government paying students’
fees for approved courses irrespective of the provider. Consistency is established
through compulsory compliance with a set of national standards called the Australian
Quality Training Framework. This is monitored by the Australian Skills Quality
Authority.

1.3 Policy and legislation

1.3.1 Policy

In 2002 the government released Knowledge and Skills for the Innovation Economy, its
policy for the future direction of the VET system, which sought to reshape planning,
accountability and resourcing. TAFE institutes were encouraged to take an
entrepreneurial approach to attract revenue in domestic and international markets.
They were offered incentives to match government funding from their reserves to
develop partnerships with business or industry. One third of TAFE funding came from
sources other than state or Commonwealth payments.

In 2008 the Securing Jobs for Your Future policy moved TAFE institute funding from
fixed allocations of state funding (input funding) to a model based on student
enrolments (output funding). TAFE institutes now have to compete directly with RTOs
to attract students and are paid in arrears after providing the training. They can also
access block funding for some specific projects and initiatives.

1.3.2 Legislation

The Education Training and Reform Act 2006 (ETRA) outlines the functions, powers
and accountabilities of the various agencies involved in the oversight and provision of
TAFE services. These include VSC, TAFE institutes and the responsible minister.

ETRA outlines the role of VSC as an adviser to the minister on policy, statewide
planning and the effective spending of money in the sector. ETRA is silent on the role
of Skills Victoria.

ETRA sets out the role of the boards of TAFE institutes, which includes providing
technical and further education programs and services to its population. ETRA also
outlines board powers and accountabilities. Under ETRA, each TAFE board is
responsible for overseeing and governing the institute efficiently and effectively and is
accountable to the minister.

TAFE institutes are public bodies under the Financial Management Act 1994 and are
required to comply with the Act and any general or specific direction given by the
Minister for Finance. They are also subject to the Public Administration Act 2004,
which provides a framework for governance in the public sector in Victoria.

Victorian Auditor-General's Report TAFE Governance 3



Background

1.4 The Holmesglen financial arrangement

In the course of the 2010 annual audit of the financial statements of the Holmesglen
Institute of TAFE (Holmesglen) a financially material loan of $6.5 million to a private
RTO in December 2010 was identified.

The loan was the first step in an acquisition strategy and would convert into equity in
the RTO at the successful completion of due diligence. The loan was secured by a
fixed and floating charge over the RTO'’s assets, an instrument similar to a mortgage,
designed to protect the value of the initial loan.

Holmesglen’s due diligence was completed in January 2011. The board did not
progress with the original acquisition strategy leaving a fixed and floating charge over
the RTO. Holmesglen ultimately removed the charge as part of negotiations with a new
buyer of the RTO. The negotiations were finalised in early May 2011 and the
agreement reached resulted in a $3 million impairment of Holmesglen’s loan.

The events relevant to the arrangement are set out in full in Appendix A.

1.5 Audit objectives and scope

The objective of the audit was to examine:

. the legality, propriety and financial prudence of the financial arrangement in terms
of the statutory powers and established operational remit of the Holmesglen
Institute of TAFE and the TAFE sector

. the adequacy and effectiveness of oversight by the Holmesglen TAFE board of
material investments by the institute

. the adequacy and effectiveness of coordination and oversight by Skills Victoria
and the Victorian Skills Commission of Holmesglen and the TAFE sector.

1.6 Method and cost

The audit was completed in accordance with Australian Auditing and Assurance
Standards. The cost of the audit was $335 000.

1.7 Report structure

The rest of this report is structured as follows:

. Part 2 examines the conduct of Holmesglen and the authority and financial
prudence of the arrangement

. Part 3 deals with the oversight of the TAFE sector.

4 TAFE Governance Victorian Auditor-General’'s Report



Holmesglen's financial

arrangement

At a glance

Backgrounao

Over the past decade Technical and Further Education (TAFE) institutes have been
encouraged to grow cash reserves by being entrepreneurial. In this context the
Holmesglen Institute of TAFE (Holmesglen) entered into a financial arrangement with a
private Registered Training Organisation (RTO). The investment raised critical issues
about the legal framework and the exercise of financial prudence in the TAFE sector.
The transaction ultimately resulted in a loss of $3 million of public funds.

Conclusion

By competing in an increasingly competitive market, TAFE institutes are at risk of
acting outside the frameworks and standards necessary for public entities. In entering
the financial transaction, Holmesglen acted outside its authority and without prudence.

Findings

o Holmesglen did not appropriately engage with its oversight bodies.

o Holmesglen acted beyond its legal authority as it did not comply with a direction
made by the Minister for Finance in relation to investment risk, and did not comply
with its own constitution which requires it to operate within public management
policies established by the government.

e The exemption in Standing Direction 4.5.6 under the Financial Management Act
1994 is poorly designed which contributed to a poor understanding of its
application.

e Holmesglen acted in good faith, but the $6.5 million loan it provided to the RTO as
bridging finance was not prudent.

Recommendations

e  Skills Victoria should critically review TAFE institutes’ strategic plans.

e Holmesglen should review its investment policy.

e The Department of Treasury and Finance should review the intended application
of Standing Direction 4.5.6.

Victorian Auditor-General’'s Report TAFE Governance 5



Holmesglen's financial arrangement

2.1

Introduction

On 17 November 2010 the board of the Holmesglen Institute of TAFE (Holmesglen)
endorsed a strategy to acquire a substantial equity interest in a privately owned and
run Registered Training Organisation (RTO).

The RTO was in financial distress and required access to immediate funds to remain
solvent. Holmesglen approved a loan to the RTO of $6.5 million, with the intention that
the loan amount would be converted to equity in the RTO following a due diligence
process.

On 10 December 2010 a convertible loan agreement was executed, which allowed for
the loan being converted into equity in the RTO and established a fixed and floating
charge for the financial arrangement. A fixed and floating charge is a form of security
similar to a mortgage. The charge sits as both a fixed charge over the non-trading
assets of the company (land, buildings, machinery) and as a floating charge over
trading assets (inventory, cash, accounts receivable). The floating component of the
charge allows the company to operate normally, but ‘crystallises’, or freezes all assets,
should the company default on the loan.

The $6.5 million was deposited into an escrow account and funds could only be drawn
on for purposes specified in the agreement. In mid-December, the RTO began drawing
money from the loan account.

The first $1.5 million of the loan amount was used to repay a loan, with interest, to a
previous prospective purchaser. That prospective purchaser had lent money to sustain
the RTO while undertaking its own due diligence assessment with a view to
acquisition. The prospective purchaser chose not to proceed with the acquisition, and
repayment of its loan was necessary to allow Holmesglen to secure priority for its fixed
and floating charge.

During its 9 February 2011 meeting, the Holmesglen board was advised that its
intended acquisition of the RTO had ‘failed the due diligence test’ and therefore
Holmesglen was not proceeding to convert the loan to equity. At that meeting the board
considered seeking 100 per cent equity in the RTO, but decided instead to withdraw
from further negotiations, leaving in place the loan of $6.5 million, due for repayment
with interest by December 2011.

Over the following weeks the previous prospective buyer for the RTO expressed
renewed interest in acquiring the RTO and initiated discussions with Holmesglen to
remove Holmesglen’s fixed and floating charge over the RTO.

Ultimately Holmesglen accepted a lump sum of $3.5 million on the fourth anniversary
of the initial loan, and for the RTO to contract $1 million of Holmesglen’s consultancy
services per year, for four years, as full repayment of the loan. This resulted in a loss
of $3 million in the value of the loan, which was recognised in Holmesglen’s financial
statements for the financial year ended 31 December 2010.

Details of the key events in this arrangement are provided in Appendix A.

6 TAFE Governance Victorian Auditor-General’'s Report



Holmesglen's financial arrangement

2.2 (Conclusion

By competing in an increasingly competitive market, TAFEs are at risk of acting outside
the frameworks and standards necessary for public entities. The outcome of
Holmesglen’s financial arrangement exemplified poor engagement between the TAFE
institute and its oversight body. It also highlighted the misalignment between the new
entrepreneurial expectations of TAFE institutes and the need for public accountability
and transparency. When critical issues arose, Holmesglen did not adequately engage
with Skills Victoria.

The financial arrangement entered into by Holmesglen was outside its legal authority
and did not conform to the policy set out by government.

While there was no evidence that the board acted in bad faith, the financial
arrangement by Holmesglen was not prudent and has led to a waste of $3 million of
public resources. As the arrangement exhibited many of the features of a high-risk
investment, prudent management required that the ‘capital’ value of the investment be
protected. The security over the loan to the RTO, in the form of a fixed and floating
charge, was never going to be effective in the event that the acquisition did not
proceed and the value of the RTO decreased sharply. This was the eventual outcome
and it should have been foreseen as a likely eventuality. A more prudent approach
would have been to protect the capital value of the loan under all reasonably likely
scenarios, and if this was not possible, not to proceed.

2.3 Engagement with Skills Victoria

This event followed a pattern of non-engagement between Holmesglen and its
oversight bodies.

In June 2009, the Minister for Finance issued Standing Directions under the Financial
Management Act 1994 (FMA). Skills Victoria issued an executive memo to all TAFE
institutes informing them of Standing Direction 4.5.6 (SD 4.5.6), which affected the
investment activities of public entities. The Department of Treasury and Finance (DTF)
held information sessions for TAFE institutes about this Direction. Holmesglen did not
formally seek to clarify the application of this Direction with DTF, which administers
compliance with the Directions, or with Skills Victoria, which had issued the memo.
Instead, it sought its own legal advice and concluded that it was not subject to the
Direction. It did not share this advice with Skills Victoria. Holmesglen did not formally
advise DTF that it believed SD 4.5.6 did not apply to it until September 2010. This
demonstrated Holmesglen'’s apparent attitude that it could act independently of
government, and inconsistently with the government’s instructions. Holmesglen should
have actively sought clarification about which rules applied to it.

Victorian Auditor-General's Report TAFE Governance 7



Holmesglen's financial arrangement

8

2.4

Holmesglen met with Skills Victoria in October 2009 and asked whether a TAFE
institute could acquire an RTO and access government funding. Skills Victoria agreed
to seek further advice on this query. Despite that, Skills Victoria failed to provide further
advice, and Holmesglen had not obtained clarity on this issue when, in late 2010, it
moved to pursue the acquisition of the RTO.

Two days before the loan agreement was executed with the RTO, the board was
advised that DTF had raised a concern about Holmesglen’s capacity to enter into the
loan agreement, and that legal advice ‘will be sought’ by the chief executive officer. No
legal advice was obtained before the agreement was executed. Without resolving this
concern, Holmesglen could not have been certain of its legal authority to enter into the
financial transaction. Holmesglen did not advise Skills Victoria of its decision to
continue with the acquisition strategy or address concerns raised by Skills Victoria and
DTF.

These cases of poor engagement are symptomatic of presumed autonomy, a lack of
accountability and lack of effective oversight.

Authority to invest

2.4.1

TAFE institutes are public entities created under the Education and Training Reform
Act 2006 (ETRA). ETRA confers on boards of TAFE institutes general powers to do ‘all
things that are necessary or convenient’ in performing its legislated functions. There is
no specific power to invest granted by ETRA, or any other source, although the
general power granted would include a power to invest, subject to any limitations.

Limitations on investment powers

There are several sources of authority that limit the board’s authority to invest:

e ETRAIs the primary authority for the governance of the board.

o All TAFE institutes, as public bodies, are subject to FMA and any applicable
Standing Directions issued by the Minister for Finance under that Act.

¢ Holmesglen is subject its own constitution, issued as a Ministerial Order under
ETRA.

The Education and Training Reform Act 2006

It is settled law that the powers of a statutory authority may only be used for its
expressed functions, or functions that arise by implication or a reading of the whole
Act. To this end, the powers of TAFE institutes can only be properly exercised for
functions sufficiently connected to educating and training Victorians. This is a question
of degree, and there was insufficient evidence to determine whether the intended
acquisition of the RTO, which had substantial operations outside Victoria, would have
met this condition.
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Under ETRA, performance of the board’s functions and the exercise of its powers are
also subject to the performance agreement between the board and the Victorian Skills
Commission, and any economic and social objectives established by the Victorian
Government. These ETRA requirements did not, in themselves, impair the authority of
Holmesglen to enter into the transaction.

Standing Directions of the Minister for Finance

Standing Directions under FMA are instructions to public entities that must be followed.

From 1 July 2009, SD 4.5.6 instructed all departments and agencies subject to FMA to
undertake their borrowings, investments and financial arrangements with state entities,
or with other entities that have a credit rating the same or better than the state’s. The
state has a AAA credit rating. This is a clear instruction to public entities to avoid ‘risky’
investments.

In entering into the convertible loan agreement with the RTO, Holmesglen did not
follow this instruction.

Holmesglen considered that it was not required to follow SD 4.5.6 as it fell within one
of the listed exemptions, and obtained legal advice supporting that view. Holmesglen
did not engage with DTF about whether it was required to follow the Direction, or with
Skills Victoria who had issued a memo to all TAFEs about the Direction.

SD 4.5.6 provides an exemption for any public entity that has been granted specific
borrowing or investment powers under its constituting legislation, however, states that
if the entity merely has general powers to do things necessary to perform its functions,
the Direction applies. Notwithstanding that Holmesglen’s investment power is subject
to the effect of its constitution, Ministerial Orders or other instruments, Holmesglen has
not been granted specific borrowing or investment powers under ETRA, merely the
general powers to do all things necessary to perform its functions. Therefore, the
exemption cannot apply and Holmesglen should have followed the Direction.

The public policy is to ensure public entities only engage in low-risk activities. However
this exemption in SD 4.5.6 is poorly designed, as it is based on the source of an
entity’s investment power and has no regard for the state’s desired risk profile. As a
result of its wording, two entities with different sources of investment power but the
same effective investment abilities, in terms of scope or types of investments, are
treated differently under SD 4.5.6. To argue that Holmesglen was exempt from the
Direction because it had virtually the same investment ability as another body that had
an explicit investment power ignores the words of the Direction. The exemption did not
apply to Holmesglen.

The Standing Directions occur in a complex framework for public finance,
accountability and resource management in Victoria. A recent attempt was made to
streamline the legislative framework through the Public Finance and Accountability
Legislation however this legislation was not passed. Improvements in the design of
SD 4.5.6 are needed and may be achieved in isolation, or through a broader
amendment to the legislative framework.

Victorian Auditor-General's Report TAFE Governance 9



Holmesglen's financial arrangement

Holmesglen’s constitution

TAFE constitutions are issued as Ministerial Orders under ETRA, and therefore act as
further instructions to boards.

Under its constitution, Holmesglen can only invest money in ‘investments authorised
by the law related to trustees’. The Trustee Act 1958 allows a trustee to invest trust
funds in any form of investment.

Holmesglen’s constitution requires the board to operate in accordance with public
management policy established from time to time by the Victorian Government. In
relation to investments, the government’s policy was stated in SD 4.5.6 as follows:

‘The objectives of this Direction are to ensure that treasury risks are effectively
identified, assessed, monitored and managed by Public Sector Agencies, and
that the strategies adopted by Public Sector Agencies are consistent with overall
objectives of the government. The state has a conservative philosophy for the
management of treasury risks and accordingly, Public Sector Agencies are
encouraged to develop specific measures that best address the borrowing and
investment risks of their business.’

This is a general statement of policy, and does not depend on whether SD 4.5.6
applies. It provides a clear signal to all public entities about the government’s risk
appetite. The loan agreement with the RTO was outside this policy. Holmesglen,
therefore, did not follow the instructions in its constitution.

The objectives of the constitution also state that the board will govern and control the
TAFE institute efficiently and effectively, and optimise the efficient use of resources.
Given the clear risk of the financial arrangement, and the ultimate impairment of the
loan, Holmesglen has not been able to demonstrate that its acquisition strategy
optimised the efficient use of public resources. It has, therefore, acted against the
words and the intent of its instructions from government.

2.5  Propriety of the financial arrangement

Propriety is a subjective term. For the purpose of this audit, the propriety of the
Holmesglen board in entering the financial arrangement was measured against
whether their decision was:

e made with integrity, including whether the board acted honestly

e transparent and open to scrutiny

e based on board awareness of, and timely response to, its accountabilities.
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Holmesglen had previously identified acquisitions as a key strategy and had signalled
this to Skills Victoria. Holmesglen had also developed a good understanding of the
RTO through previous dealings. While the information provided to the board was
limited, the board considered this information and engaged in substantive deliberation
about the strategic benefits of acquiring the RTO. The acquisition was consistent with
Holmesglen'’s strategic plan. There was no evidence that the board did not act in good
faith and honestly.

The board deliberations and decision were clearly documented making its actions
transparent.

Holmesglen did not adequately consider the implications of the financial arrangement
on their accountabilities or respond appropriately when queries were raised. As noted
above, Holmesglen was aware that Skills Victoria had concerns about the acquisition
strategy but did not proactively address these concerns with Skills Victoria.
Holmesglen did not consult Skills Victoria on the applicability of SD 4.5.6 and did not
inform Skills Victoria of its decision to proceed with the financial arrangement. Because
of this, Holmesglen fell short of the expectations of propriety for public entities.
However, this was in the context of a lack of clarity about roles and responsibilities and
Holmesglen's established pattern of acting with a high level of autonomy which had not
been sufficiently scrutinised. This is discussed in Part 3.

2.6 Financial prudence of the arrangement

In pursuit of the acquisition of the RTO, Holmesglen appropriately deferred a decision
on the acquisition until due diligence was completed by external financial consultants.
When the acquisition was shown to fail the due diligence process, Holmesglen
appropriately decided not to proceed with the acquisition.

The audit found that the Holmesglen board gave consideration to the information that
was provided to it. The acquisition of the RTO was consistent with Holmesglen'’s
strategic plan.

However, by setting up the convertible loan agreement prior to the due diligence,
Holmesglen put a significant sum of public money at risk. Ultimately, the value of the
loan was written down by $3 million.

The loan was drawn from cash reserves and was small in comparison to the size of
Holmesglen’s business as measured by its net assets of over $320 million, and income
of over $170 million in 2010. The full loss of the loan was not going to threaten
Holmesglen’s ongoing operations or viability.

Nevertheless, these were public funds, and the board was subject to several sources
of accountability for those funds.
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2.6.1

Accountability for use of public funds

When using public resources the board are required to:

e be accountable to the minister for the effective and efficient governance of the
TAFE institute under ETRA

e optimise the use of resources and operate in accordance with the public
management policy of the government, as required under Holmesglen’s
constitution

e comply with the Victorian Government Risk Management Framework

e actin a financially responsible manner and exercise due care, diligence and skill,
as required by the government’s director’s code of conduct issued by the State
Services Authority.

None of these sources give a definitive explanation of what steps are necessary to
meet these duties. Nevertheless, the sheer number of sources of responsibilities
should have caused any public officer to be cautious about entering into a financial
transaction and to be able to demonstrate that it represented value-for-money for the
community. The transaction needs not only to be considered prudently, but
decision-makers also need to be able to demonstrate that prudence was applied.

There is no definitive prescription of what is prudent in all cases, and the particular
circumstances of any investment need to be taken into account in making such
judgements.

Decision to enter into the loan agreement

Holmesglen recognised that the loan was high risk. The clearest signal of this was that
the initial loan to the RTO was provided because it was in financial distress and it
needed the funds immediately to pay its creditors and meet operating costs through to
the end of January 2011.

In this scenario, the prudent course of action was to seek to secure the value of the
loan, so that if the intended acquisition of the RTO did not proceed, the capital value of
the loan was protected. Holmesglen tried to do this through a fixed and floating charge
over the assets of the RTO.

At the time of implementing the charge, Holmesglen was advised that the net tangible
assets of the RTO were around $16.8 million. This represented the minimum value of
the physical and financial assets of the business as a going concern; or, in the event of
their disposal, the likely proceeds from an orderly sale process.

In the event that the acquisition did not go ahead, and there were no other buyers, it
was highly likely that the RTO would remain in financial distress and be unable to
repay the loan by December 2011. In the financial statements of the RTO presented to
Holmesglen in November 2010, the RTO had net current liabilities of $24 million and
annual cash flows of less than this. The interest rate agreed, the official cash rate plus
2 per cent, did not adequately reflect the risk of the loan.
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In the event of business failure the value of the net tangible assets of any entity are
likely to be significantly lower, particularly if a ‘fire sale’ ensues. The tangible assets of
the RTO comprised leasehold fit-out and lease deposit bonds. In the event of business
failure the deposit bonds would likely be forfeited, with the possibility of a further
contractual liability arising for unpaid rent, albeit unsecured. The leasehold fit-out
would also be practically worthless, and a further unsecured liability may have been
triggered for restoration of the leased premises.

While the charge was established to protect the value of the loan in the eventuality that
the acquisition did not proceed, it was in just these circumstances that it was
ineffective. Given the nature of the tangible assets of the RTO, the charge was only
going to be effective if there were a number of potential buyers for the business. This
was not the case. Consequently, in the absence of competitive tension, Holmesglen,
and subsequently DTF, had little effective leverage in their negotiations with the
eventual buyer of the business, to recover the full value of the loan.

Consistency with internal policies

Holmesglen has an investment policy and a strategic plan. While these are not strictly
binding on the board, its investment decisions should have been in line with its own
policies.

Holmesglen’s investment policy was approved in June 1997. The discussion of risk
within this policy was minimal. It discussed acquisition risk only indirectly in the aim: ‘to
minimise investment risk by holding a diversified portfolio of equities’. As such, there
was nothing in the policy to adequately guide the consideration of the loan agreement.
This absence of clearly articulated risk principles for considering the financial prudence
of its investments meant that the board had no pre-defined reference or benchmark
against which to calibrate the financial risk of the acquisition of the RTO, or to
otherwise assess its financial merits.

The policy was reviewed in 2004 with the intent that it be updated. The draft policy
contained investment principles that included ‘to optimise returns while maintaining an
acceptable level of risk’. The draft policy was never adopted.

Strategic plans are required under ETRA. Holmesglen's strategic plan provides a
high-level mission statement and vision for the TAFE institute, which focuses on
delivery of education and training, being a leader in international education, and
supporting business development strategies that are ‘innovative, responsive and
entrepreneurial’. The current plan, which covers the period 2007-12, includes
strategies to expand the institute’s financial base, maximise new business
opportunities, develop appropriate revenue generators, and invest in opportunities or
acquisitions to foster growth and innovation.

The intended acquisition of the RTO is clearly consistent with Holmesglen’s articulated
strategies. Indeed, the strategic plan encourages the pursuit of similar acquisitions.
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While not in place at the time the loan agreement was made, new amendments to
ETRA now require TAFE institutes to ensure that their operations are in accordance
with their strategic plans. This raises serious issues in cases where the strategies in
such plans are not aligned with established public sector accountabilities and controls.

Recommendations

1.  Skills Victoria should:
e actively engage with TAFE institutes during the preparation of their strategic
plans
e critically review strategic plans and provide feedback to TAFE institutes

e where appropriate, inform the Victorian Skills Commission and the Minister
for Higher Education and Skills of any conflicts with government policy or
accountability issues.

2. Holmesglen should review its investment policy to ensure that investment
decisions are consistent with its authority to invest, instructions from government
and government policy, and that it embodies better practice prudential
consideration.

3.  The Department of Treasury and Finance should review the intended application

of Standing Direction 4.5.6 and consider whether the exemption should be based
on effective investment powers rather than the legal source of powers.
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At a glance

Backgrouno

The vocational education and training (VET) sector has changed substantially over
time with the most fundamental reform being the transition to the fully contestable VET
market over the past decade.

Conclusion

Skills Victoria has not provided effective leadership or oversight of the Technical and
Further Education (TAFE) sector. During the transition to the contestable market, Skills
Victoria has not adequately considered the implications of this policy change, including
the legal consequences of TAFE institutes operating outside of Victoria. Skills Victoria
created a conflict between policy, legal authority and standards of public sector
accountability. Skills Victoria cannot be confident it has sufficient knowledge of TAFE
institutes’ activities for effective oversight.

Findings

. The Holmesglen Institute of TAFE (Holmesglen) financial transaction indicates
that TAFE institutes and their oversight agencies do not have clarity about their
respective roles and responsibilities.

. Skills Victoria has little guidance for TAFE institutes on significant sector issues
such as acceptable commercial activities.

. Skills Victoria has significant gaps in its understanding of Holmesglen’s strategies
and activities, and failed to adequately respond to information it did have.

. Skills Victoria’'s communication with Holmesglen has been ineffective.

Recommendations

Skills Victoria should:

. clarify roles and responsibilities of entities in the TAFE sector

. develop its workforce capabilities

. set clear guidelines for commercial activity

. address the legislative and policy conflict created by TAFE institutes expanding
interstate and overseas

. develop and implement a communications strategy

. examine the ability of TAFE institutes to create and use trusts.

The Victorian Skills Commission should develop and implement mechanisms to test

whether Skills Victoria is exercising its delegated functions effectively and efficiently.
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3.1

Introduction

3.2

The Victorian Skills Commission (VSC) has an oversight role for the Victorian training
system. The VSC is supported, through delegation, by Skills Victoria who undertake
planning, policy making, regulation and resource allocation for the Technical and
Further Education (TAFE) sector. Skills Victoria is the primary oversight body for the
activities of individual TAFE institutes.

As TAFE institutes are public entities, the Department of Treasury and Finance (DTF)
also has an oversight role in relation to the compliance of TAFE institutes with the
Financial Management Act 1994 (FMA).

Effective oversight of the TAFE sector requires sound relationship management,
characterised by predictability and transparent communication, with individual TAFE
institutes.

It also requires leadership. Effective leadership includes setting strategic policy
direction, communicating this direction to the sector, developing operational policies for
the successful implementation of strategic policy, as well as identifying emerging
issues and taking action when required.

Conclusion

The VSC and Skills Victoria have not provided effective leadership or oversight of the
TAFE sector. This is highlighted by the events leading up to and immediately following
the Holmesglen financial transaction. In a number of key areas, Skills Victoria has not
provided clear guidance or identified and resolved emerging TAFE sector issues in a
timely manner.

During the 10-year transition to the contestable market, Skills Victoria has not fully
considered the implications of this policy change, including the legal consequences of
TAFE institutes operating outside of Victoria. Skills Victoria created a conflict between
policy and legal authority, which may mean TAFE institutes are operating outside their
powers where they have significant operations interstate and overseas. Skills Victoria
cannot be confident that it has sufficient knowledge of other TAFE institutes’ activities
or whether they are meeting the dual goals of commercial success and accountability
for the use of public money.

While having a number of communication arrangements in place, these have not been
effective. Skills Victoria had significant gaps in its understanding of the Holmesglen
Institute of TAFE’s (Holmesglen) strategies and activities, and failed to adequately
respond to information it did have.
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The circumstances of the Holmesglen financial arrangement are a strong indication
that Skills Victoria has not adequately changed the way it interacts with and oversees
the TAFE sector, despite institutes now being expected to operate quite differently to
10 years ago. The new contestable model calls for new skills and competencies to
guide and govern TAFE institutes which are required to operate as innovative and
highly commercial bodies. These were not evident in Skills Victoria’s engagement with
Holmesglen.

3.3 Roles and responsibilities
3.3.1 Oversight bodies

The Holmesglen financial transaction provides evidence that TAFE institutes and their
oversight agencies do not have clarity about their respective roles and responsibilities.

Victorian Skills Commission

The VSC was established in July 2007 by the Education and Training Reform Act 2006
(ETRA). It provides advice to government on post-compulsory education and training,
provides funding for training and further education, regulates the apprenticeship and
traineeship system, and supports the Local Learning and Employment Networks.

The VSC does not play a day-to-day role in TAFE sector governance. Its main activity
is advising the Minister for Higher Education and Skills on the whole of the vocational
education and training (VET) sector, although it does still regulate apprenticeships and
traineeships. VSC has delegated many of its functions relating to TAFE institutes to
Skills Victoria, part of the Department of Education and Early Childhood Development.

Skills Victoria

Skills Victoria has no formal responsibilities, however it performs certain functions
delegated to it by VSC and generally supports the minister in developing and
implementing policies relevant to the VET sector. According to its website, it supports
and facilitates access to training and tertiary education opportunities so that Victorians
can acquire skills that are utilised by, and contribute to the success of, Victorian
businesses.

Department of Treasury and Finance

DTF is responsible for the oversight of compliance to the FMA, and has a central
agency interest in effective management of public resources across the public sector.

Victorian Auditor-General's Report TAFE Governance 17



TAFE sector oversight

18

3.3.2

LLack of clarity

Skills Victoria has not clarified its roles or responsibilities for TAFE sector governance
with the increase in autonomy of TAFE institute boards in the contestable environment.
It has not established the nature or significance of events which should ‘trigger’ its
examination of TAFE institute board governance processes, observation of board
decisions or intervention in board decision-making.

The Review of Skills Victoria by the State Services Authority in 2009 also identified
confusion over the role of Skills Victoria and other VET sector bodies. The review
consequently recommended that roles be clarified for there to be effective governance
of the TAFE sector. This has not occurred and confusion over responsibilities has been
a factor in the Holmesglen financial arrangement and its consequences.

DTF has stated that Skills Victoria, as the portfolio agency, has primary responsibility
for identifying TAFE institute non-compliance with directions under the FMA. Public
entities declare their compliance with the legal requirements set out in the FMA via the
self-assessment tool, the Financial Management Compliance Framework (FMCF).
Compliance with Standing Direction 4.5.6 (SD 4.5.6) was included in the FMCF
checklist in 2009-10.

Skills Victoria was part of the Department of Innovation, Industry and Regional
Development (DIIRD), now the Department of Business and Innovation, when in
September 2010, Holmesglen first reported that SD 4.5.6 did not apply to the institute.

When TAFE institutes certify their compliance with the FMCF, the information is visible
to both DTF and the central finance team in the portfolio department. DTF have stated
that they identify issues of clear non-compliance with Standing Directions and notify
the portfolio department where it is felt that closer attention is warranted. DTF did not
identify this as a clear issue of non-compliance and did not alert DIIRD’s central
finance team to Holmesglen’s lack of compliance. Neither did the central finance teams
of DIIRD, and subsequently DEECD, alert Skills Victoria as the oversight body for the
TAFE sector.

During the latter stages of finalising the loan, DTF negotiated directly with the
Registered Training Organisation’s (RTO) buyer on behalf of Holmesglen. The parties
involved in the Holmesglen transaction did not have a common understanding of DTF’'s
role or responsibility.

Skills Victoria and DTF had no documented authority from the Holmesglen board to
negotiate with the RTO’s agent on Holmesglen’s behalf. Skills Victoria and DTF state
that all parties had verbally agreed that DTF should take on the primary negotiation
role. Holmesglen disputes this. This role confusion contributed to the poor outcome of
recovering Holmesglen’s loan.
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Under ETRA, TAFE institute boards are required to account for the performance of the
institute in carrying out its functions and exercising its powers, to the minister. The
authority for TAFE institutes to make independent commercial decisions without the
involvement of the minister or Skills Victoria is ambiguous. This is a serious
shortcoming, which Skills Victoria should address as a matter of urgency.

Skills Victoria has commenced a process to provide greater clarity of roles and
responsibilities, including an internal restructure, which will start to address some of
these issues.

3.4 Leadership and oversight

Skills Victoria and its predecessors have been responsible for the future of VET since
the establishment of the State Training Board in 1987.

In a 2009 review, the State Services Authority stressed the importance of Skills
Victoria's workforce capabilities for a successful transition into the new environment.
Skills Victoria has a heavy reliance on external consultants. It failed to respond to
legitimate queries, and does not document key agreements and decisions. This
combined with its poor communication during the Holmesglen financial arrangement,
suggests that it has not developed the appropriate skillset required to meet its
leadership responsibilities to govern the TAFE sector effectively in the new VET
environment.

3.4.1 Policy inconsistencies

Skills Victoria has developed high level strategic policies for the fully contestable VET
market over the past 10 years. However it has failed to identify that the Knowledge and
Skills for the Innovation Economy policy, and subsequent VET policies encouraging
TAFE expansion interstate and overseas, do not align with TAFE institutes’ legislated
function to provide educational services for Victorians.

Skills Victoria only became aware of this fundamental inconsistency when it obtained
advice from the Victorian Government Solicitor’s Office in January 2011. Based on this
advice, many activities of TAFE institutes may be outside their legal authority if they
are not sufficiently connected to providing education and training in Victoria. This
conflict between policy and legislative authority needs to be addressed as a priority.

Many of the implications for TAFE institutes in the increasingly contestable
environment have not been adequately considered and there remain significant gaps
in the policies guiding the TAFE sector. Skills Victoria has not developed
comprehensive lower level operational policies.
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In particular there are no policies or guidelines clarifying:

how TAFE institutes should operate in a contestable environment and be
entrepreneurial while using public funds permissibly

the extent of TAFE board autonomy, including whether, and under what
circumstances, ministerial approval for a decision is required

the timing and extent of disclosure of commercial activities to Skills Victoria,
including those activities by associated trusts and related parties

the definitions of investments, acquisitions and financial arrangements, to enable
boards to comply with legislation, including whether loans are considered as
investments

the authority and power of government agencies to intervene if they disagree with
a board decision.

This lack of guidance risks the successful transition of TAFE institutes into the new
environment. This risk may be particularly pronounced for smaller TAFE institutes who,
unlike Holmesglen, have smaller asset bases, less experience and fewer skilled
human resources to draw on.

In response to Holmesglen’s financial arrangement and acquisition strategy, in

March 2011 the Minister for Higher Education and Skills imposed a 12-month
moratorium on TAFE institutes acquiring private RTOs without ministerial approval, via
a Ministerial Direction. Figure 3A details Skills Victoria’s subsequent communication of
its reasons for extending the conditions set out in the Ministerial Direction indefinitely,
as government policy.

Figure 3A

Skills Victoria's rationale for preventing TAFE institutes from acquiring

private providers to run as separate, private entities

In August 2011 Skills Victoria outlined the following rationale as to why TAFE institutes
should not be permitted to acquire private RTOs:

The fulfilment of a TAFE institute’s broader service capabilities could be compromised.

A TAFE institute could have a competitive advantage because it would indirectly enjoy
the benefits of public ownership without having to comply with the obligations
associated with public ownership.

The community may perceive that public funds provided to TAFE institutes to enable
them to deliver a range of objectives, including economic and social objectives of the
government and to fulfil obligations to their communities, are being used to facilitate
the operations of the private provider.

The acquisition may set a precedent that government is willing to use public funding to
save failing private providers.

TAFE institutes may be exposed to unacceptable levels of financial liability.

Source: Victorian Auditor-General’s Office, based on Skills Victoria’s Policy Paper TAFE Institute
Acquisition of Private Education Providers, August 2010.
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Some of this reasoning is inconsistent with the central direction of the contestable VET
market policy, which sees both public and private training entities as legitimate
providers, with each competing for market share by endeavouring to deliver the best
VET services for students.

Given that government has moved to a contestable model based on funding for
education delivery, regardless of provider, the above policy position should be further
developed to align with the TAFE institutes operating in a contestable environment.

An emerging problem is likely to be TAFE institutes’ strategic plans which set out the
medium-term visions and objectives and identify and articulate strategies for achieving
these.

Holmesglen’s current strategic plan, which covers the period 2007-12, envisions the
institute to be a leader in international education, and supports business development
strategies that are innovative, responsive and entrepreneurial. The plan includes
strategies to expand its financial base, maximise new business opportunities, develop
appropriate revenue generators, and invest in opportunities or acquisitions to foster
growth and innovation.

These strategies are consistent with the contestable VET market model, but do not
necessarily reflect the allowable functions of TAFE institutes as set out in ETRA, nor do
they meet the standards of responsible use of public resources. Nevertheless, ETRA
now requires TAFE boards to ensure the institute operates in accordance with its
strategic plan. While the primary responsibility rests with TAFE institute boards, the
role of Skills Victoria should include active engagement and critical review to provide
systemic assurance that TAFE boards are operating within legislative and policy
parameters.

3.4.2 Communicating the policy direction

Skills Victoria uses multiple methods to communicate information of differing levels of
importance and urgency to the whole TAFE sector, including executive memos,
presentations and messages posted on the TAFE institute computer training system.

Skills Victoria has publicised the strategic VET policies well, including communicating
high level policy intentions to the sector. The Holmesglen case study however, shows
that Skills Victoria has not yet developed comprehensive lower level working policies,
and has therefore not been able to fully communicate the underlying implications of the
changing VET environment to the TAFE sector.

3.4.3 Taking action when required

There are several examples of where Skills Victoria has not identified or resolved
emerging issues signalled by the strategies and activities Holmesglen was undertaking
in the contestable environment.
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In 2007 a third party informed Skills Victoria about Holmesglen’s failed bid to acquire a
central business district building. Skills Victoria states it voiced its concerns to
Holmesglen about the size of the venture when it found out about the bid. It also had
concerns about Holmesglen’s lack of disclosure of such a significant commercial
decision, but did not communicate this concern in any way to Holmesglen or take
action to address this issue.

During 2009, there were multiple signals to Skills Victoria that Holmesglen was
considering RTO acquisitions. Holmesglen asked Skills Victoria if such acquisitions
were allowable. Skills Victoria undertook to provide further advice on this, but failed to
do so. Holmesglen's intentions signalled how the new contestable policy would be
tested, and the requirement for a policy position to be developed and communicated to
the TAFE sector.

Skills Victoria should have identified that clear policy guidance was needed for the
whole sector. It should have clarified its policy on the limits of property acquisition and
developed communication protocols, including guidance on when TAFE institutes must
notify Skills Victoria about a specific commercial decision. This guidance is yet to be
developed.

Response to reviews about TAFE sector governance

Skills Victoria has not acted to resolve significant matters identified by the two reviews
of TAFE governance it commissioned in the past decade.

The first review, completed in 2003, recommended actions that have yet to be fully

implemented by Skills Victoria. These include:

. reviewing and documenting respective entities’ roles and responsibilities in the
strategic planning process

. documenting protocols between the now TAFE institute boards, Skills Victoria
and VSC in corporate governance charters

. reviewing TAFE institute reporting arrangements with a focus on underlying risk

. establishing continuous disclosure protocols between the now TAFE institute
boards, Skills Victoria and the minister.

These actions are directly relevant to the events surrounding Holmesglen'’s financial
arrangement and, had they been implemented, may have produced a different
outcome.

The second of the TAFE governance reviews, which commenced in 2007, was
prompted by Holmesglen’s failed central business district bid. The report was finalised
in 2009 and some recommendations have been implemented, including the
development of a strategic dialogue process between individual TAFE institutes and
Skills Victoria. Other recommendations are yet to be actioned.

Recommendations from both reviews sought to address issues with communication,
and to clarify roles and responsibilities. These issues have persisted and remain
current.
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3.4.4 Use of trusts

During the course of the audit it was discovered that part of the original intention for the
acquisition of the RTO involved the trustee of the Holmesglen Investment Trust (the
Trust). The Trust was established to mortgage and obtain finance on properties owned
by Holmesglen. In a discussion paper written by the chief executive officer of
Holmesglen it was noted that the Trust and the trustee arrangement was important to
Holmesglen as it can ‘purchase property and enter into loan agreements more easily
than Holmesglen and can undertake projects that may be more speculative or
commercial in nature than Holmesglen'.

The Holmesglen board has the power to appoint and remove the trustee. The trustee
is a private company set up by three Holmesglen board members, initially appointed as
directors of the Trust. One of these people remains as a current Holmesglen board
member.

In 2010 Holmesglen loaned $16.8 million to the trustee to purchase property. As the
financial arrangement with the RTO has shown, it is outside the authority of
Holmesglen to loan money to a private company without a AAA credit rating and
therefore this loan is subject to the same concerns raised in the audit. While outside
the scope of this audit, this raises a number of questions that warrant further
consideration by Skills Victoria.

3.5 Engagement with TAFE institutes

Skills Victoria failed to effectively engage with Holmesglen prior to and during the
financial transaction.

The relationship between Skills Victoria and Holmesglen is poor, characterised by
limited communication and mutual distrust. A lack of documented policies and
communication protocols has contributed to unpredictable behaviour and the
perception of disingenuous communication by both parties.

3.5.1 Reporting effectiveness

TAFE institutes provide Skills Victoria with their annual reports, quarterly financial
statements, and annual statements of corporate intent.

The processes Skills Victoria has in place for TAFE institutes to report their
commercial strategies and activities are not effective. Skills Victoria uses policy
provisions to require TAFE institutes to provide it with the information it needs to
effectively oversee the TAFE sector. However, it did not successfully analyse the
information it received to identify that Holmesglen’s growth strategies were developing
in areas where there was a policy vacuum.

Victorian Auditor-General's Report TAFE Governance 23



TAFE sector oversight

Strategic dialogue process

In 2009, following the review of TAFE governance commissioned by Skills Victoria, it

instigated annual meetings with individual TAFE institutes for those bodies to disclose

how they were planning to grow within the contestable VET market. This is the

strategic dialogue process and includes:

. Skills Victoria sending a letter of government expectations to TAFE institutes in
October each year

. TAFE institutes responding to the points made in the letter with a Statement of
Corporate Intent in November each year

. Skills Victoria and individual TAFE institutes meeting to discuss the Statement of
Corporate Intent in November each year.

Skills Victoria aims to identify discrepancies between TAFE institutes’ strategies and
government intentions through this process.

The strategic dialogue process has the potential to improve TAFE sector governance,
provided information is shared and there is a common understanding of policies,
strategies and activities. The strategic dialogue process between Holmesglen and
Skills Victoria failed because there has not been the necessary common
understanding of Holmesglen’s commercial intentions. Skills Victoria did not actively
seek to understand those intentions.

3.6  Skills Victoria’s communication with
Holmesglen

In addition to not having documented communication procedures for interactions with
individual TAFE institutes, Skills Victoria's contact with Holmesglen has typically been
undocumented. Important information about policy intentions and issues about sector
governance has been given verbally to Holmesglen. This is poor practice, especially
for matters of significance.

It is the responsibility of Skills Victoria, as the oversight body, to set both the rules and
tone of communication in its relationships with the TAFE sector. When Holmesglen
established a pattern of no or minimal communication with Skills Victoria, including for
some significant commercial decisions, Skills Victoria did not raise its concerns with
Holmesglen. Skills Victoria has also not been clear about its expectations of
Holmesglen for a number of years leading up to, and during, the financial arrangement,
as illustrated in Figure 3B.
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Figure 3B
Skills Victoria’s role during the Holmesglen financial
arrangement with the RTO

The financial arrangement between Holmesglen and the RTO highlighted Skills Victoria's
ineffective engagement with TAFE institutes.

In its 2009 and 2010 Statements of Corporate Intent, Holmesglen referred multiple times to
an ‘acquisitions plan’ and its intention to seek ‘innovative and entrepreneurial’ business
development opportunities. Skills Victoria sought no further information or clarification.

In October 2009, Holmesglen’s Statement of Corporate Intent was provided to Skills
Victoria, signalling an intention to acquire RTOs and make other investments. Holmesglen
asked Skills Victoria whether a TAFE institute could acquire an RTO and access
government funding. Skills Victoria agreed to seek advice on this query. Skills Victoria
neither followed up on the query nor sought further information on Holmesglen’s intentions.

Holmesglen submitted its FMCF compliance certification data in September 2010,
answering the question about compliance with Standing Direction 4.5.6 with ‘N/A’. Neither
Skills Victoria, nor DTF, contacted Holmesglen to challenge its opinion that the Direction did
not apply to the institute.

In November 2010, following a meeting between Holmesglen, Skills Victoria and DTF,
about the RTO acquisition strategy, Skills Victoria received an email from DTF raising
concerns about the authority to make the acquisition. The email was forwarded to
Holmesglen in abridged form only, which did not convey clearly the importance of the
concerns being raised. Skills Victoria did not follow up with Holmesglen to determine if a
decision had been made and if the concerns had been addressed. Skills Victoria found out
about the acquisition through a third party after the loan agreement had been executed.

In January 2011, Skills Victoria sought legal advice about Holmesglen’s authority to pursue
the acquisition, but it did not convey the information it received to Holmesglen.

In February 2011, Skills Victoria was taking independent action to deal with the RTO. It
advised a potential new buyer that the government was not considering voluntary
administration for the RTO without informing Holmesglen.

In April 2011, Skills Victoria requested DTF complete negotiations, on behalf of Holmesglen,
to remove the fixed and floating charge over the RTO’s assets without documented
agreement from the Holmesglen board.

Source: Victorian Auditor-General’s Office.

During the finalisation of the financial transaction, Skills Victoria, as the intermediary
between Holmesglen and DTF, did not communicate transparently, which resulted in a
situation where Holmesglen's and DTF’s objectives were divergent. Neither party was
aware of the other’s objectives. Holmesglen’s favoured option was to acquire equity in
the RTO, yet one of DTF's objectives was that Holmesglen should not acquire equity.
These different agenda meant that inconsistent aims presented to the RTO’s buyer
likely weakened Holmesglen'’s negotiating position.
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3.7 The Victorian Skills Commission

VSC has delegated key functions to Skills Victoria. This included making performance
agreements with the boards of TAFE institutes with respect to the provision of
vocational education and training or adult, community and further education. This also
included making payments to the boards of TAFE institutes in accordance with
performance agreements. TAFE boards are required to comply with performance
agreements under ETRA.

While some of its functions may be delegated, VSC is accountable to the minister and
must perform its functions, and exercise its powers, in line with any economic and
social objectives, and public sector management policy, established by the
government.

Delegation does not remove accountability. VSC remains accountable for ensuring that
Skills Victoria performs its delegated functions appropriately.

VSC received regular reports from Skills Victoria about the performance of the TAFE
sector, but received no reports on the performance of the delegated functions. VSC
had no processes in place to gain any assurance that Skills Victoria was exercising
these functions effectively or efficiently.

The current review of oversight arrangements being undertaken by Skills Victoria
contains recommendations to clarify the role of VSC, including a recommendation to
amend ETRA to remove VSC's role in TAFE governance matters. These
recommendations are being considered by government.

Recommendations

4.  Skills Victoria should:
e clarify the roles and responsibilities of all entities in the TAFE sector
e develop its workforce capabilities in contemporary business practices and
business acumen to meet the demands of TAFE sector governance
e set clear guidelines for commercial activity and state when TAFE institutes
must notify government of specific types of decisions
e address, as a priority, the legislation and policy conflict created by TAFE
institutes expanding interstate and overseas
e develop and implement a strategy for communicating with TAFE institutes
effectively
e examine the ability of TAFE institutes to create and use trusts.
5. The Victorian Skills Commission should develop and implement a mechanism to

regularly test whether Skills Victoria is exercising its delegated functions
effectively and efficiently.

26 TAFE Governance Victorian Auditor-General’'s Report



Appendix A.
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financial arrangement

A complex series of events led up to the decision by Holmesglen Institute of TAFE
(Holmesglen) to make a loan to a Registered Training Organisation (RTO), as the first
step in an acquisition strategy, and continued until the final arrangements were made
for settlement of the loan.

The key events are set out in Figure Al along with the issues and themes raised for
the major parties involved; Holmesglen, Skills Victoria and the Department of Treasury
and Finance (DTF).

Where actions and views are attributed to Holmesglen, this should be read as referring
to the Holmesglen board, including the chief executive officer (CEO).

The sequence of events highlights a number of issues for the key players involved:
¢ Holmesglen entered into the loan as part of its strategy to acquire the RTO,
knowing the risky nature of the investment.
e There was inadequate communication between Holmesglen, Skills Victoria and
DTF on important issues about which they needed to keep each other informed.
¢ Holmesglen pursued an acquisition strategy and was repeatedly asked by Skills
Victoria to provide further information, rather than being given clear advice that
the acquisition strategy was not acceptable.
e  Skills Victoria intervened within Holmesglen’s sphere of responsibility, creating
confusion about roles.

These matters are addressed in Parts 2 and 3 which examine Holmesglen’s and Skills
Victoria’s roles and oversight respectively.
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Figure Al

Events relevant to the financial arrangement

Date
10 June 2009

Event

Skills Victoria issued an executive memo to all
Technical and Further Education (TAFE)
institutes informing them about the new Standing
Direction 4.5.6 (SD 4.5.6), which requires state
government entities with no specific borrowing or
investment powers to undertake all borrowings,
investments and financial arrangements with
financial institutions that are either state owned,
or have a credit rating the same as or better than
the state of Victoria.

9 July 2009 Holmesglen commissioned its own legal advice
that stated SD 4.5.6 was not applicable to

Holmesglen.

30 Oct 2009 A strategic dialogue meeting was held between
Holmesglen and Skills Victoria. Holmesglen's
Statement of Corporate Intent and Strategic
Plan, submitted to Skills Victoria prior to the
meeting, referred to pursuing acquisitions and
investing in identified opportunities to foster
growth and innovation. Holmesglen asked
whether a TAFE institute could acquire an RTO
and access government funding. Skills Victoria

agreed to seek advice regarding this query.

May 2010 Holmesglen and the RTO discussed a proposal
by Holmesglen for it to run health services
programs on behalf of the RTO. Holmesglen
subsequently completed a feasibility study of the
proposal in November 2010. In the process
Holmesglen developed a good understanding of
the RTO'’s operation and uncovered the RTO’s

financial and management issues.

2 Aug 2010 Holmesglen’s Audit and Risk Committee were
informed that its own internal auditors, in their
annual Financial Management Compliance

Framework (FMCF) review, had identified that

Holmesglen was not compliant with SD 4.5.6.

Following examination of the legal advice of

9 July 2009, Holmesglen’s internal auditors
advised they would complete Holmesglen’s
FMCF checkilist, stating that SD 4.5.6 was not
applicable to Holmesglen.

Holmesglen entered its FMCF compliance
certification data, answering the question about
compliance with SD 4.5.6 as ‘N/A'.

18 Aug 2010

End Sept 2010
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The Minister for Finance signalled that
the state government has a low financial
risk appetite and requires public entities
to abide by this in their financial
arrangements.

By sending this advice to TAFE institutes
Skills Victoria signalled its belief that the
restrictions on investment powers apply

to TAFE institutes.

Holmesglen did not contact Skills Victoria
or DTF to discuss whether SD 4.5.6
applied to it. Holmesglen did not share its
advice with Skills Victoria or the Minister
for Higher Education and Skills.

There were multiple signals to Skills
Victoria in this meeting that Holmesglen
was considering RTO acquisitions. Skills
Victoria neither followed up on
Holmesglen’s queries nor sought further
information on their intentions. This was
also a signal to Skills Victoria of how the
new contestable market would be tested.
This required a policy position to be
developed and communicated to the
TAFE sector, but this was not undertaken.

Holmesglen had knowledge of the RTO’s
management and financial issues for
several months prior to considering an
acquisition.

To date neither DTF nor the Department
of Education and Early Childhood
Development had contacted Holmesglen
to address Holmesglen’s opinion that
SD 4.5.6 does not apply to the institute.
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Date
Late Oct 2010

10 Nov 2010

17 Nov 2010

24 Nov 2010

25 Nov 2010

29 Nov 2010

8 Dec 2010

10 Dec 2010

16 Dec 2010

Appendix A. Events relevant to the financial arrangement

Event

Due to increasing financial difficulties the RTO
approached Holmesglen with a proposal for
either providing financial assistance or acquiring

equity in the RTO. Holmesglen engaged a
consultant to analyse the RTO'’s financial
statements and cash flows.

The Holmesglen board executive (a subset of the
board) met and decided to place the proposal for
acquiring equity in the RTO on the agenda for

the next board meeting.

The board agreed to provide the RTO with an
immediate loan of $6.5 million, secured by a
fixed and floating charge over the business, to
enable the RTO to remain solvent. The board
agreed to conduct due diligence and inform the

government before proceeding to acquiring
equity in the RTO.

The annual strategic dialogue meeting between
Holmesglen and Skills Victoria was held. Later in

the day a meeting was held between Skills
Victoria, the corporate service manager of

Holmesglen and DTF to discuss the acquisition

strategy.

Following the previous day’s meeting DTF sent
an email to Skills Victoria on the minimum due

diligence required for its support for the

transaction. The email stated an opinion that
Holmesglen did not have the authority to make

this type of investment.

The above email from DTF was abridged and
forwarded on to Holmesglen by Skills Victoria.

At Holmesglen’s regular board meeting, the

details of the convertible loan proposal were

discussed, including DTF’s minimum

requirements. The board resolved to continue
with acquiring equity in the RTO by the end of
January 2011, upon satisfactory completion of

due diligence. The Holmesglen board was

informed that DTF had raised concerns about its
authority to enter into the transaction, and was
informed that further legal advice was being

sought.

The convertible loan agreement, and the fixed
and floating charge for the financial arrangement

were executed.

The RTO began drawing money from the escrow

account.
A third party advised Skills Victoria that

Holmesglen had lent the funds to the RTO. Skills

Victoria engaged a consultant to review the
pending acquisition.
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The consultant had access to the RTO’s
draft financial statements for the last
two years, information on cash and
forecast cash flows.

The external auditors of the RTO advised
that they would need to qualify the
statements on a ‘going concern’ basis
unless it obtained financial support.

The due diligence undertaken up to this
stage was limited in nature and scope,
and insufficient to make an adequately
informed investment decision. To provide
some security the board required a fixed
and floating charge be placed over the
RTO's assets and whole business.

By setting out pre-conditions for the
transaction, DTF suggested that an
acquisition was within Holmesglen’s
powers. Its queries about the authority for
the loan, however, perpetuate uncertainty
about TAFE investment powers.

The abridged form of DTF’s advice and
the manner of its transmittal by email did
not convey clearly the importance of the
concerns being expressed.

Holmesglen did not contact Skills Victoria
to advise of its decision to continue with
the acquisition strategy or to address
concerns raised by Skills Victoria or DTF.
No further legal advice was received
before Holmesglen executed the loan
agreement. Skills Victoria and DTF did
not instigate any follow up with
Holmesglen.
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Date Event

11 Jan 2011 Skills Victoria sought legal advice from the
Victorian Government Solicitors Office (VGSO)
on whether there were grounds to require,
request or order Holmesglen not to proceed with
the acquisition.

14 Jan 2011 The request for VGSO legal advice was clarified
as a request for a decision on whether this type
of investment was within a TAFE institute’s
powers and functions.

20 Jan 2011 The consultant engaged by Skills Victoria in
December 2010 submitted findings, which stated
that insufficient due diligence was undertaken
prior to providing the loan.

21 Jan 2011 Holmesglen was provided with a copy of the
consultant’s report.

26 Jan 2011 The VGSO opinion about TAFE institutes’ legal
authority to enter into acquisitions was sent to
Skills Victoria. VGSO'’s advice was that a TAFE
institute could exercise its functions only when
there is sufficient connection to providing
education training services to Victorians.

9 Feb 2011 At the Holmesglen board meeting, members
were told the RTO cash flow assumptions had
failed the due diligence test and the previous
board resolution to proceed with acquiring equity
by 31 January had not progressed.

The board was presented with the option of
withdrawing from discussions with the RTO or
acquiring 100 per cent of the entity, to give
Holmesglen full control.

The board was presented with draft legal advice,
sought by Holmesglen management, which said
it was arguable whether Holmesglen had the
authority to acquire shares in an educational
provider. The board decided not to proceed with
acquiring 100 per cent of the RTO leaving in
place the loan of $6.5 million.

16 Feb 2011 Skills Victoria obtained advice from another
consultant outlining options for removing the
RTO'’s debt to Holmesglen. The consultant
advised it was unlikely the RTO could be sold
before it became insolvent unless the current
creditors would agree to a significant reduction in
the value of their debt. The consultant
recommended assessing Holmesglen’s
willingness to compromise on the value of its
debt.

21 Feb 2011 Skills Victoria advised a potential new buyer of
the RTO that the Victorian government was not
considering voluntary administration for the RTO.
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Skills Victoria’s action is not timely.
Issues about TAFE institutes’ legal power
under the new policy are only being
tested post implementation.

Skills Victoria was now aware that the
policy encouraging entrepreneurship may
be inconsistent with the Education
Training and Reform Act 2006, which
does not support commercial activity
outside of Victoria.

Skills Victoria did not inform Holmesglen
of this legal advice.

Holmesglen and Skills Victoria sought
their own legal advice and did not share
their findings. The two sets of advice
conflicted.

While early negotiations for the
repayment of the loan between
Holmesglen and a new buyer had yet to
occur, Skills Victoria received and passed
advice to its minister that recommended
Holmesglen should reduce the value of
the RTO'’s debt so the RTO could remain
solvent.

Holmesglen was not aware that Skills
Victoria had provided this advice to the
potential buyer.
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Date Event

15 March 2011 Holmesglen received legal advice (the settled
legal advice initially presented in draft to the
board on 9 February 2011) stating Holmesglen
had the legal power to acquire an RTO.

16 March 2011 At the Holmesglen board meeting it was noted
that multiple buyers were interested in
purchasing the RTO, however only one buyer
had approached Holmesglen to suggest terms
for the release of its loan.

An agreement for 20 per cent equity in the RTO
as payment for the loan was distributed to the
board. The board noted concerns with the
agreement and resolved to let the CEO continue
discussions with the new buyer, with the final
agreement being subject to board approval.

21 Mar 2011 A Ministerial Direction was issued preventing
Victorian TAFE institutes from acquiring private
education providers for a 12-month period. The
Direction allowed for exceptions only with
ministerial approval.

1 April 2011 Holmesglen obtained further, separate legal
advice supporting its advice of 9 July 2009 that
SD 4.5.6 did not apply to Holmesglen.

12 April 2011 Holmesglen obtained further, separate legal
advice supporting the earlier advice of
15 March 2011 that Holmesglen did have the
legal power to acquire an RTO.

21 April 2011 The Holmesglen board chair met with its minister
to propose releasing the fixed and floating
charge by taking 20 per cent equity in the RTO.

26 April 2011 As a follow up to the 21 April meeting, the
Holmesglen board chair wrote to the minister
seeking an exemption to the Ministerial Direction
preventing TAFE institutes from acquiring private
education providers.

28 April 2011 Holmesglen, Skills Victoria, DTF and
representatives from the offices of the Treasurer
and the Minister for Higher Education and Skills
met to discuss progress on the negotiations.
Holmesglen insisted an equity deal was the only
viable option for removing the fixed and floating
charge, but agreed to write a business case
looking at other options. Holmesglen also
presented a proposal for the repayment of the
full loan over 10 years with interest but no equity.
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The implications of SD 4.5.6 are not
discussed in this legal advice, nor is the
advice from the VGSO as Skills Victoria
had not shared it with Holmesglen.
Holmesglen did not share this advice with
Skills Victoria, the Minister for Higher
Education and Skills or the Minister for
Finance.

This Direction provided the first clear,
targeted public policy position on
acquisitions by TAFE institutions.

Holmesglen did not share this advice with
Skills Victoria, the Minister for Higher
Education and Skills or the Minister for
Finance.

Holmesglen did not share this advice with
Skills Victoria, the Minister for Higher
Education and Skills or the Minister for
Finance.

Holmesglen is told it could proceed with
obtaining equity if it met certain
conditions.

Holmesglen continued to pursue an
acquisition strategy for the RTO as
repayment for the loan. Skills Victoria
indicated that Holmesglen would be able
to obtain equity in the RTO if the
conditions were appropriate.

Skills Victoria and DTF maintain the
meeting agreed that DTF would take over
negotiations with the new buyer.
Holmesglen dispute an agreement was
made. There are no minutes or other
documented communication of this
agreement.
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Date Event

29 April 2011 Skills Victoria responded by email to the 10-year
agreement proposal, advising that the interest
rates were too low, the term was too long and
there was insufficient security over the loan.

30 April 2011 Holmesglen submitted a business case to DTF
outlining three options; a $2 million cash offer, a
20 per cent debt-for-equity swap and voluntary
administration of the RTO.

1 May 2011 An officer from the minister’s office called the
Holmesglen board chair stating that DTF would
continue negotiations.

2 May 2011 Skills Victoria briefed its minister on options to
recover the loan given the likelihood of the RTO’s
failure. It also advised that Holmesglen had no
further leverage in negotiations and had no
interest in negotiating better terms for the release
of the fixed and floating charge. The brief
recommended that the minister request DTF take
over leadership of the negotiations and noted
Holmesglen had agreed to this arrangement.

3 May 2011 Holmesglen CEO sent an email to the officer
from the minister’s office confirming a discussion
on the previous day. The email stated that
Treasury and others could seek to negotiate an
arrangement on Holmesglen’s behalf if it met
certain conditions. The email also explicitly said
that a negotiation on anything less than
Holmesglen’s specified conditions was not
acceptable to Holmesglen. This email was sent
to the wrong address and therefore not received
until after the negotiations had been finalised.

4 May 2011 DTF and Skills Victoria negotiated a settlement
of the loan. Holmesglen would receive a lump
sum repayment of $3.5 million on the fourth
anniversary of the initial loan, and would provide
consultancy services to the RTO for three years
at $1 million per year. There were to be no
interest payments. Holmesglen obtained the
details of the proposal from the buyer, and
subsequently negotiated an extension of the
consultancy services for an additional year, for
another $1 million.

5 May 2011 The Minister of Higher Education and Skills met
with the chair and the CEO of Holmesglen to
discuss the result of the DTF negotiation.
Holmesglen signed the agreement, resulting in a
$3 million loss on its loan.

6 May 2011 The email from Holmesglen outlining the
acceptable conditions for the repayment of the
loan was resent and received at the correct emalil
address.
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Consistent criteria for what terms would
be considered acceptable, were not
established or applied to all options.

It is not clear how considered or realistic
the worst case scenario—the $2 million
cash offer option—was.

The email clearly sets out Holmesglen's
conditions in order for other parties to
negotiate on its behalf, however, it was
not received and could not be shared
with those negotiating the loan
repayment.

The deal negotiated by DTF and Skills
Victoria did not meet the conditions set
out in the email sent on 3 May by the
Holmesglen CEO. Lack of
communication between Skills Victoria,
DTF and Holmesglen resulted in
Holmesglen being notified by the buyer of
the proposal negotiated by DTF.

The impairment of the loan was reflected
in Holmesglen'’s financial statements for
the year ended 31 December 2010.
While the negotiated outcome includes
the purchase of consultancy services
from Holmesglen, there was no interest
payable on the outstanding amount.
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Appendix B.
Avait Act 71994 section 16—

submissions and comments

Introduction

In accordance with section 16(3) of the Audit Act 1994 a copy of this report was
provided to the Department of Education and Early Childhood Development, the
Department of Treasury and Finance, the Holmesglen Institute of TAFE and the
Victorian Skills Commission with a request for submissions or comments.

Responses were received as follows:

The Department of Education and Early Childhood Development............cccccveiviienens 34
The Department of Treasury and FINANCE .........cooiiiiiiiiiieii e 41
The Holmesglen INStitute Of TAFE ......cooi i 44
The Victorian SKillS COMMISSION ......euiiiiiiiiiiiiiiee e 50

Further audit comment:
Auditor-General’s response to the Department of Education and

Early Childhood DeVelopMENt........cooiiiiiiiiiiie ettt 37
Auditor-General’s response to the Department of Treasury and Finance ..................... 43

The submissions and comments provided are not subject to audit nor the evidentiary

standards required to reach an audit conclusion. Responsibility for the accuracy,
fairness and balance of those comments rests solely with the agency head.
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RESPONSE provided by the Secretary, Department of Education and Early
Childhood Development
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RESPONSE provided by the Secretary, Department of Education and Early
Childhood Development — continued
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RESPONSE provided by the Secretary, Department of Education and Early
Childhood Development — continued
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RESPONSE provided by the Secretary, Department of Education and Early
Childhood Development — continued

Auditor-General’s response to the Department of Education and
Early Childhood Development

In reference to the Department of Education and Early Childhood Development’s
response on the issue of TAFE institutes operating outside of Victoria, we refer the

reader to section 3.4.1 and Appendix A (page 30, 26 January 2011) which confirm that
this issue remains to be addressed.
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RESPONSE provided by the Secretary, Department of Education and Early
Childhood Development — continued
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RESPONSE provided by the Secretary, Department of Education and Early
Childhood Development — continued
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RESPONSE provided by the Secretary, Department of Education and Early
Childhood Development — continued

40 TAFE Governance Victorian Auditor-General’'s Report



Appendix B. Audit Act 1994 section 16—submissions and comments

RESPONSE provided by the Secretary, Department of Treasury and Finance
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RESPONSE provided by the Secretary, Department of Treasury and Finance —
continued
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RESPONSE provided by the Secretary, Department of Treasury and Finance —
continued

Auditor-General’s response to the Department of Treasury and Finance
In reference to the proposed amendment on page 28, that there was clear
communication to Holmesglen by the Department of Treasury and Finance that

Standing Direction 4.5.6 applied to Holmesglen, the Department has not been able to
provide documentation to confirm this advice and to place it on the record.
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RESPONSE provided by the Board Chair and the Chief Executive, Holmesglen
Institute of TAFE
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RESPONSE provided by the Board Chair and the Chief Executive, Holmesglen
Institute of TAFE — continued

* Holmesglen has a specific power of investment by operation of clause 20(2) of its
Constitution and section 3.1.13 of the ETRA. In these circumstances, Holmesglen
believes that SD 4.5.6 had no operation with respect to Holmesglen's investment
decision regarding Carrick.

« Optimising the efficient use of resources is an objective of Holmesglen under its
Constitution. This is a forward looking process of evaluating activities and
transactions against the available information to determine if they are likely to
produce outcomes consistent with the objectives.

« Looking at a transaction through hindsight to evaluate its actual effect on resources
is an exercise which is distinct from the evaluation of a prospective transaction.
Where the evaluation of a transaction which has been undertaken reveals that it
was not in fact an optimal use of resources does not alter the legitimacy of
Holmesglen's processes in determining to enter the transaction.

« Holmesglen will recover $7.5M from its $6.5M investment through an arrangement
with the new buyer of Carrick. Holmesglen will earn further revenue and will further
enhance its experience and expertise through planned consultancy work for
Carrick.

* Holmesglen is disappointed with the disclosure made by Skills Victoria to a potential
new buyer of Carrick. Holmesglen believes that it has been open and transparent
with Skills Victoria in relation to its intended activities.

» Holmesglen has in the past five years committed from its funds $95.0M of capital
development on its campuses. No other TAFE institute in this country has made
such an investment in public infrastructure.

« Holmesglen acted in good faith on the basis that its power to invest was not
compromised as per its legal advice. It successfully protected its investment. It
clearly communicated its intentions on acquisitions in its Strategic Plan and in its
2009 and 2010 discussions with Skills Victoria — no concern was raised with
Holmesglen by Skills Victoria.

Detailed Comments on the VAGO Report
Certainty regarding the power to invest
The VAGO Report indicates that, in the view of the Auditor General, Holmesglen could not

have been certain of its legal authority to enter into the financial transaction with Carrick,
because it had not received legal advice on the particular transaction.

Holmesglen sought and received legal advice on whether it had a specific power of
investment in July 2009. This advice confirms that Holmesglen has a specific power of
investment under clause 20(2) of its Constitution.

There was no amendment to these powers in the period between receiving the advice and
Holmesglen entering the transaction with Carrick. On the basis of this advice, Holmesglen
could soundly conclude that it had a specific investment power.

Holmesglen is entitled to rely on legal advice received in relation to its investment powers
without seeking specific confirmation of these powers in relation to a particular transaction.

2
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Holmesglen is also entitled to rely on independent legal advice without consulting
The Department of Treasury and Finance (DTF) or Skills Victoria.

Authority to invest
The VAGO Report states that TAFE institutes have 'no specific power to invest granted by
the ETRA, or any other source'.

Holmesglen is provided with a specific power of investment by operation of clause 20(2) of
the Constitution and section 3.1.13 of the ETRA.

Sections 3.1.12(e) and 3.1.12(2) of the ETRA empower the Minister to issue an Order
providing for among other things the constitution, powers and functions of a TAFE institute.
The functions of a TAFE institute are set out in section 3.1.13 of the ETRA and include, at
section 3.1.13(1) (g), any function conferred by an Order made under sections 3.1.12 of
the ETRA.

The Constitution came into operation by Ministerial Order 12 issued under the ETRA.
Clause 20 of the Constitution makes specific provision in relation to the powers and duties
of Holmesglen. Clause 20(2) of the Constitution states that:

The Board must not invest money except in investments authorised by the law
relating to trustees.

As indicated in the VAGO Report, the Trustee Act 1958 (Vic) allows a trustee to invest
trust funds in any form of investment. The convertible loan with Carrick was an investment
authorised by the law relating to trustees and, therefore, fell within Holmesglen's specific
power of investment.

For a power of a statutory corporation, such as Holmesglen, to be qualified, the power
must firstly exist. For the Constitution to place a requirement on the manner in which
Holmesglen invests necessarily means that Holmesglen has a specific power to invest.
The Constitution could not qualify the exercise of a power that Holmesglen did not in fact
have.

In other words, clause 20(2) of the Constitution acknowledges the existence of the
investment power, and limits its exercise to a specific form of investment.

Holmesglen was entitled to rely on this specific power of investment in entering the
transaction with Carrick.
Exercise of powers outside of Victoria
The VAGO Report comments that:
the powers of TAFE institutes can only be properly exercised for functions sufficiently
connected to educating and training Victorians. This is a question of degree, and there

was insufficient evidence to determine whether the intended acquisition of the RTO,
which had substantial operations outside Victoria, would have met this condition.
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The arrangements between Holmesglen and Carrick had a sufficient connection to
educating and training Victorians. Carrick’s head office and major campus is in
Melbourne, and it has small campuses in Adelaide, Brisbane and Sydney. The nexus
between Carrick and Victoria was not diminished by the fact that it had operations in other
states. Similarly, the arrangements entered into with Carrick do not alter in character due
to the fact that these arrangements would have flow on effects for not only Victorian
students, but also for students studying interstate.

While some of the statutory functions and powers of Holmesglen are subject to express
restrictions relating to the locality in which these functions are performed or powers are
exercised (eg sections 3.1.13(ae), (b) and (c)), where this is not the case Holmesglen is
entitled to rely on section 3.1.14 of the ETRA, which expressly empowers Holmesglen to
perform its functions and exercise its power within and outside Victoria.

Standing directions of the Minister for Finance

The VAGO Report states that in entering the convertible loan agreement Holmesglen did
not comply with Standing Direction 4.5.6 Treasury Risk Management (SD 4.5.6) issued
under the Financial Management Act 1994 (Vic) (FMA).

SD 4.5.6 applies to public sector agencies except where one of the exceptions listed in the
standing direction is satisfied. These exceptions relevantly included the following
exception:

Where a Public Sector Agency has been granted specific borrowing or investment
powers under its constituting legislation, this Direction will not apply (see explanatory
note).

As indicated above, Holmesglen does have a specific power of investment by operation
of clause 20(2) of the Constitution and section 3.1.13 of the ETRA. In these
circumstances, Holmesglen believes that SD 4.5.6 had no operation with respect to
Holmesglen's decision.

The VAGO Report comments that Holmesglen had not been granted specific investment
powers under the ETRA. The ETRA specifically contemplates that functions and powers
may be conferred on a TAFE board by ministerial order which is binding on the TAFE
board by operation of the ETRA. Any function or power conferred by a ministerial order is,
therefore, a power granted by the ETRA.

The VAGO Report makes comments in relation to the poor design of the exemption in SD
4.5.6. That this view is held by the Auditor General should not be a source of criticism of
Holmesglen. The exemption operates according to its terms, and for the reasons set out
above it was Holmesglen's view, based on independent legal advice, that the exemption
applied.
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Operating in accordance with public management policy of the
Victorian Government

The VAGO Report suggests that the background statement contained in SD 4.5.6 applies
to Holmesglen, even if SD 4.5.6 does not apply by operation of the exemption, on the
basis that this background statement sets out the State's public management policy in
relation to investments. Under the Constitution Holmesglen is required to operate in
accordance with public sector management policy established from time to time by the
Victoria government.

It is not clear that the background statement is a statement of public sector management
policy. The Standing Directions of the Minister for Finance under the Financial
Management Act 1994 (Directions) (of which SD 4.5.6 is a component) indicates that
the purpose of a background statement in a standing direction is to be an explanatory
statement as to the compliance obligation under the particular standing direction. The
Directions do not indicate that the background statement is a statement of public sector
management policy which operates independently of a standing direction.

Optimising the efficient use of resources

The VAGO Report concludes that Holmesglen has not been able to demonstrate that the
acquisition strategy optimised the efficient use of resources and that, therefore,
Holmesglen is not complying with the requirements of its Constitution.

Optimising the efficient use of resources is an objective of Holmesglen under the
Constitution. As an objective, this aim is to be striven for by Holmesglen (along with the
other objectives set out in the Constitution). This is a forward looking process of
evaluating activities and transactions against the available information to determine if they
are likely to produce outcomes consistent with the objectives.

Looking at a transaction through hindsight to evaluate its actual effect on resources is an
exercise which is distinct from the evaluation of a prospective transaction. Where the
evaluation of a transaction which has been undertaken reveals that it was not in fact an
optimal use of resources, this does not alter the legitimacy of Holmesglen's processes in
determining to enter the transaction.

All prospective investments can be evaluated within a decision making framework which
includes the optimisation of resources, but not all investments evaluated successfully
within such a framework will actually result in an optimisation of resources.

Holmesglen evaluates proposed activities and transactions with a view to optimising the
efficient use of resources. The Board carefully considers all its investment activities and
opportunities prudently and effectively. This is evidenced by its financial performance to
date and the direct investment of $95M in educational facilities at the Institute.

The Institute will recover $7.5M from its $6.5M investment through the arrangement with
the new buyer of Carrick. Holmesglen will earn further revenue and will further enhance its
experience and expertise through planned consultancy work for Carrick, a component of

5
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which has commenced. Holmesglen believes that the value it achieved from the Carrick
transaction could have been further increased if Skills Victoria had not acted in the way it
did.

Inappropriate commercial disclosure by Skills Victoria

The VAGO Report states that Skills Victoria advised a potential new buyer that the
government was not considering voluntary administration for the RTO Holmesglen was
not informed of this disclosure.

By disclosing the government’s apparent intention to ensure that the RTO would not
be put into voluntary administration, Holmesglen's key negotiating strategy was
significantly compromised.

Communication with Skills Victoria

The VAGO Report suggests that Holmesglen did not appropriately engage with Skills
Victoria. Holmesglen had a number of meetings in relation to the specific matter of the
purchase of Carrick with Skills Victoria at which Skills Victoria did not disclose it had
sought legal advice in relation to the matter nor did Skills Victoria make that legal advice
available to Holmesglen.

Conclusion
Holmesglen acted in good faith on the basis that its power to invest was not compromised
as per its legal advice. It successfully protected its investment. It clearly communicated its

intentions on acquisitions in its Strategic Plan and in its 2009 and 2010 discussions with
Skills Victoria — no concern was raised with Holmesglen by Skills Victoria.

Yours sincerely

W Y

Jonathan Forster Bruce Mackenzie
Board Chair Chief Executive
Holmesglen Institute of TAFE Holmesglen Institute of TAFE

c.c. Ms Donna Scott
Director, VAGO

Ms Rowena Davis 6
Audit Manager (Human Services), VAGO
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Auditor-General’s reports

Reports tabled during 2011-12

Report title Date tabled
Biotechnology in Victoria: the Public Sector's Investment (2011-12:1) August 2011
Developing Cycling as a Safe and Appealing Mode of Transport (2011-12:2) August 2011
Road Safety Camera Program (2011-12:3) August 2011
Business Planning for Major Capital Works and Recurrent Services in September 2011

Local Government (2011-12:4)

Individualised Funding for Disability Services (2011-12:5) September 2011
Supporting Changes in Farming Practices: Sustainable Irrigation (2011-12:6) October 2011
Maternity Services: Capacity (2011-12:7) October 2011
Procurement Practices in the Health Sector (2011-12:8) October 2011

VAGO'’s website at www.audit.vic.gov.au contains a comprehensive list of all reports issued by VAGO.
The full text of the reports issued is available at the website.



VAGO

Victorian Auditor-General’s Office
Auditing in the Public Interest

Availability of reports

Copies of all reports issued by the Victorian Auditor-General's Office are available
from:

® Victorian Government Bookshop
Level 20, 80 Collins Street
Melbourne Vic. 3000
AUSTRALIA

Phone: 1300 366 356 (local call cost)
Fax: +61 3 9603 9920

Email: bookshop@dbi.vic.gov.au
Website:  www.bookshop.vic.gov.au

® Victorian Auditor-General's Office
Level 24, 35 Collins Street
Melbourne Vic. 3000
AUSTRALIA

Phone: +61 3 8601 7000

Fax: +61 3 8601 7010

Email: comments@audit.vic.gov.au
Website:  www.audit.vic.gov.au
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