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Foreword

Provision of quality education depends greatly on the effective and efficient
management of the resources available to schools.

Schools seek to supplement their resources through a variety of means, for example
fund raising events and voluntary financial contributions from parents. Another way is
through a school cooperative which, once formed and approved, provides the school
with access to borrowed funds.

School councils must have appropriate policies, guidelines and accounting systems to
effectively manage these funds. It is also important they assure parents and the school
community, through timely financial reporting, that these funds are being used to
optimise student’s learning experiences.

It is pleasing to note the initiatives of DEECD in recent years to assist schools in the
management of their funds through the introduction of the school administration and
finance system — CASES21, and the professional development programs available to
school administrators. These initiatives have contributed to the effective management
of funds by schools.

Clarifying the legal implication for schools of borrowings by cooperatives and the issue
of insurance cover of jointly funded school facilities will serve to strengthen funds
management.

/ ) 'I.__LM._.-.--

D D R PEARSON
Auditor-General

6 May 2009
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5.1

Introduction

Under the Education and Training Reform Act 2006 (formerly the Education Act 1958),
school councils are not permitted to obtain loans or credit facilities. However, a school
community may establish a cooperative for the purpose of borrowing funds to construct
or improve facilities on school grounds.

Government school cooperatives are established under the Co-operatives Act 1996
(the Act) as ‘non-trading’ incorporated entities with limited liability. Membership is
voluntary and open to any person (parent, staff and/or supporter who has a link with
the school). Members are allocated non-trading shares. School councils have primary
responsibility for repaying loans obtained by the school cooperative, which they must
fund from their ‘own-sourced' income. Under the Act, the Treasurer of Victoria may
provide a guarantee for the repayment of any loan obtained by the cooperative. In
practice guarantees are provided for all loans.

At 30 June 2008, there were 157 government school cooperatives for which the
Victorian Treasurer has provided guarantees totalling $16.1 million. Loans obtained by
school cooperatives range from $21 000 to $800 000, with the average loan being
around $185 000.

Seven of the twenty-one schools covered in this audit had established cooperatives to
obtain finance to partially fund the construction of facilities at the school, predominately
gymnasium and basketball courts.

Sports stadium at a school, partly funded by the school cooperative loan.
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5.2

Operation and monitoring of school cooperatives

Compliance with legislation and other
requirements

The establishment and operation of school cooperatives is governed by the Act and
guidelines issued by the Department of Treasury and Finance (DTF) and Consumer
Affairs Victoria (CAV).

Figure 5A summarises the results of our examination reflecting the extent to which the
seven cooperatives were complying with the legislation and other requirements
governing their establishment and operation.

Figure 5A
Key requirements to establish and operate a school cooperative

Audit observations

Not Partially
Audit criteria Met met met

Establishing the cooperative

e Governing rules established and approved by the Registrar of 7 - -
Cooperatives (Consumer Affairs Victoria).

e Formation meeting of members held. 7 - -

e Board of Directors appointed — at least 2 directors. 7 - -

e Register of members maintained — at least 25 members. 7 - -

Financial obligations

e Members paid up at least 10 per cent of the nominal value of - - 6
their shares — total value not to exceed $1 500.

e Level of uncalled capital was equal to the amount of the loan. 6 - -

e The rate of interest applicable to the loan was the indicative 6 - -
borrowing rate for borrowings by general cooperatives.

e The term of the loan does not exceed 15 years (generally 6 - -
coinciding with the useful life of the asset).

e The Victorian Treasurer’s guarantee was provided. 6 - -

e Repayments of principal and payments of interest were being 6 - -
made in accordance with the repayment schedule in the loan
agreement.

Annual reporting requirements

e Annual general meetings were held. 5 = 2

e Financial statements prepared, audited and tabled at the annual 2 - 4
general meeting.

e Annual returns submitted in a timely manner to the Registrar of 2 - 5
Cooperatives.

Note: One cooperative did not take out a loan.
Source: Victorian Auditor-General’s Office.
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5.2.1

Figure 5A shows that apart from a financial obligation and the annual reporting
requirements, the schools complied with the various requirements governing the
establishment and operation of school cooperatives. At the six cooperatives with a
loan, the related schools funded the members contribution.

Annual reporting requirements

The Act stipulates that a cooperative must lodge an annual report with the Registrar of
Cooperatives within 28 days of the annual general meeting being held, or such further
time as the Registrar may allow.

The report must contain:

° a list of directors and principal executive officers

° the annual financial statements, including the directors’ report and the
auditor’s report.

There were instances of non-compliance, to varying degrees at all cooperatives, with

the annual legislative reporting requirements and guidelines of CAV. For example:

° Thirteen annual returns were not submitted to CAV on time and in ten cases, not
at all. At four of the seven cooperatives we sighted letters from CAV advising they
were in breach of the Act for not submitting annual returns. In response to the
letter, three schools submitted their outstanding returns. At the date of our audit
the fourth school had not responded to CAV.

° Audited financial statements were not tabled at annual general meetings in three
instances. This did not occur because the annual financial statements had not
been completed and audited in time for presentation at the meeting.

° At two cooperatives annual general meetings were not held, for two years and
three years respectively. No explanation was provided as to why these meetings
did not occur.

° Minutes of annual general meetings could not be produced for audit review in 25
instances across four cooperatives.

The cooperatives failure to fully comply with the legislative and other reporting
requirements has implications for school councils’ monitoring of the financial activities
of cooperatives.

Schools require their cooperatives to prepare a report on their financial activities for
tabling at each school council meeting, usually held about eight to nine times each
year. The fact that five cooperatives had not tabled audited annual financial statements
at their annual general meeting, demonstrates that these school councils had not been
adequately monitoring the financial activities of their cooperatives.

We also found that record keeping was poor at all the cooperatives we visited.
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5.3

Operation and monitoring of school cooperatives

Records and documents were contained in manila folders and arch lever files and
none of these files were indexed. Similarly, key documents were not filed in any logical
order. Consequently, schools found it difficult to locate records and documents for audit
examination, in particular, minutes of meetings, copies of financial statements and
annual returns to CAV. Accordingly, four schools were unable to advise whether annual
general meetings or board meetings of cooperative directors had been held.

DEECD support and oversight

We found that the Department of Education and Early Childhood Development
(DEECD) did not provide any direct assistance or guidance to schools about
establishing a cooperative or its ongoing operation, neither, until recently, did it monitor
the operations of school cooperatives. DEECD advised that, as school cooperatives
have their own legal identity under the Co-operatives Act 1996 the Department has no
legislative responsibility for the establishment or operation of cooperatives.

DEECD has recently acted to oversee the financial transactions of school
cooperatives. Following DEECD’s assessment of the financial reporting implications of
school cooperatives in June 2007, the Department directed schools to record all
transactions relating to cooperative bank accounts and loans in CASES21 and in the
schools’ annual financial statements.

Legality of borrowings by school cooperatives

In December 2006 a report on government school cooperatives was prepared by a
consultant for the then Department of Education (now DEECD). The report concluded
that school cooperatives appear to be controlled entities of schools and this potentially
gave rise to a breach of the then Education Act 1958 as the schools had effectively
borrowed money.

The report indicated that, among other things:

° schools generally bear all the risks and benefits of ownership of the assets created
o schools control the administration of the cooperatives

° schools bear the risk in relation to meeting the financial obligations of the loans
° the sole purpose for the existence of the cooperative is to benefit the school

° the cooperative is economically dependent on the school.

The report recommended that DEECD investigate the legality of borrowings by school
cooperatives. Although DEECD subsequently obtained legal advice, it considered that
the opinion was not clear. DEECD sought advice from VAGO concerning the implications
from an accounting disclosure perspective and subsequently directed schools to prepare
their annual financial statements inclusive of cooperatives. However, the issue of the
legality of schools borrowing through cooperatives remains unresolved.
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5.4

Under Australian Accounting Standards, and as reported by the consultant engaged by
DEECD, a school cooperative is a controlled entity of the school that established the
cooperative. While it is clear that the school cooperative has legally entered into the
loan agreement, as a controlled entity of the school, in substance the school has
borrowed the funds.

Insurance cover over school facilities partly
funded through cooperative loans

DEECD insures all buildings on government school grounds under an Industrial
Special Risks policy with the Victorian Managed Insurance Authority but carries a
deductible of $3 million dollars per event, which means DEECD is responsible for
repairing the majority of damage to school buildings.

Where construction of a school building has been jointly funded by DEECD and the
school through, for example, a cooperative loan, DEECD may not fully replace the
facility if it is destroyed as it will only supply facilities up to the funding entitlement level
for the school. Where the cost of full insurance is prohibitive or part insurance
impractical, the school is exposed to financial risk. This is illustrated by the following
situation at a primary school audited (Figure 5B).

Figure 5B
Example of financial risk in schools

In November 2008 the school completed construction of a new ‘full sized’ gymnasium.
DEECD contributed $1.5 million, which equated to the school’s capital funding entitlement
based on student enrolments, and the school contributed $500 000, comprising $350 000
from its operating budget and $150 000 from a cooperative loan. The current replacement
value is $2.0 million. In the event that the new gymnasium was destroyed, DEECD would
only provide $1.5 million towards its replacement.

Currently, the school gymnasium is not insured for the balance of its replacement value of
$500 000 exposing the school to financial risk up to this value if the school facility was fully
destroyed. The school council sought quotes from private sector insurers to cover the
balance of the replacement value but was advised that this was not possible because of the
practicalities of determining which portion of the gym was uninsured. DEECD advised that
the school council may not have been aware that at least one broker is capable of sourcing
such cover.

Source: Victorian Auditor-General's Office.

DEECD’s funding entitlement policy is also unclear in situations where a jointly funded
facility is only partly damaged. It is not clear if DEECD will bear the full cost of repairs, and
this will to some extent depend on the configuration of the building.
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5.5

Operation and monitoring of school cooperatives

DEECD advised that schools are fully aware of their funding entitlements in relation
to school facilities although they may not be aware of the availability of school level
insurance. Where schools choose to invest in facilities over and above entitlement,
school councils have a responsibility to make sure they have the financial resources
to meet operating costs, including cleaning, maintenance and insurance cover.
Before committing to these projects, schools should formulate a detailed business
case that would identify the financial implications of investing in school facilities over
and above entitlement.

Conclusion

The seven school cooperatives were established in accordance with the legislative
requirements and legally, the shareholders are liable in the event of a default.
However, from an accounting perspective they are a controlled entity of the school and
in practice, schools are ultimately responsible for repaying the funds borrowed.

Notwithstanding that exposure, cooperative debt is low across the education sector
and for individual schools, their establishment effectively allows schools to enter into
loan agreements. This may contravene the Education and Training Reform Act 2006. It
also means that legislative responsibility for establishing and overseeing the financial
activities of cooperatives rests with CAV rather than DEECD.

The failure of some cooperatives to comply with some of their legislative reporting
obligations has weakened the accountability by schools for these entities. Of
particular concern is the failure to prepare, have audited and table financial
statements at the cooperatives’ annual general meeting. DEECD’s recent directive
requiring schools to record cooperative financial information in CASES21 should
contribute to improved accountability.

While we acknowledge the principle of ‘self insurance’ is an acceptable risk
management practice, DEECD should remind schools of the insurance implications
where school buildings are jointly funded. At one school this uncertainty has resulted in
the school having a financial exposure of $500 000 if the facility was fully destroyed.

Recommendations

DEECD should:

5.1 Reinforce to schools the importance of school cooperatives fulfilling all of their
legislative annual reporting requirements in a timely manner.

5.2 Address the legislative anomaly regarding school borrowings.

5.3 Provide guidance to schools regarding the insurance implications where new
school facilities are jointly funded by DEECD and the school. This should include
clarification of their respective financial obligations in the event the facility is fully
destroyed or only partly damaged and the availability of school level insurance.
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Auditor-General’s reports

Reports tabled during 2008-09

Report title Date tabled
Managing Complaints Against Ticket Inspectors (2008—09:1) July 2008
Records Management Checklist: A Tool to Improve Records Management (2008—09:2) July 2008
Investing Smarter in Public Sector ICT: Turning Principles into Practice (2008—09:3) July 2008
Private Practice Arrangements in Health Services (2008-09:4) October 2008
Working with Children Check (2008-09:5) October 2008
CASES?21 (2008—09:6) October 2008
School Buildings: Planning, Maintenance and Renewal (2008—09:7) November 2008
Managing Acute Patient Flows (2008—-09:8) November 2008

Biosecurity Incidents: Planning and Risk Management for Livestock Diseases
(2008-09:9) November 2008

Enforcement of Planning Permits (2008-09:10) November 2008

Auditor-General's Report on the Annual Financial Report of the State of Victoria,

2007-08 (2008-09:11) November 2008
Local Government: Results of the 2007—08 Audits (2008-09:12) November 2008
Management of the Multi-Purpose Taxi Program (2008—-09:13) December 2008
Results of Audits for Entities with 30 June 2008 Balance Dates (2008—09:14) December 2008

Preparedness to Respond to Terrorism Incidents: Essential services and critical

infrastructure (2008-09:15) January 2009
Literacy and Numeracy Achievement (2008—-09:16) February 2009
Administration of the Flora and Fauna Guarantee Act 1988 (2008—-09:17) April 2009
Access to Public Hospitals: Measuring Performance (2008—-09:18) April 2009

VAGO’s website at <www.audit.vic.gov.au> contains a more comprehensive list of all reports. The full text
of the reports issued is available at the website. The website also features ‘search this site’ and ‘index of
issues contained in reports and publications’ facilities that enable users to quickly identify issues of interest
which have been commented on by the Auditor-General.
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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:

® Information Victoria Bookshop
505 Little Collins Street
Melbourne Vic. 3000
AUSTRALIA

Phone: 1300 366 356 (local call cost)
Fax: +61 3 9603 9920
Email: <bookshop@diird.vic.gov.au>

e Victorian Auditor-General's website: www.audit.vic.gov.au.



